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PREFACE, 

There are mimerous books on the various pro- 
blems of Indian Economies, but there are not many 
on the general principles of the science written by 
Indian authors. The unfamiliar description of eco- 
nomic facts given to illustrate theoretical laws in the 
books in use often makes an intelligible grasp of the 
subject difficult to the Indian ' student. This book 
attempts to provide an easier approach to the subject. 

There is little scope for originality in an ele- 
mentary treatise. My only care has been to explain 
economic theory in as easy and clear a manner as 
possible without 1 sacrificing accuracy. Dealing with 
any particular point profoundly has been less valued 
than giving a working, clear, and comprehensive 
knowledge of the subject. I have, however, tried 
to clarify the position in regard to organisation and 
enterprise a little, and the general theory of value 
has been applied to all the shares in distribution 
including profits. 

On the question whether services are wealth I 
have followed the late -Prof. Marshall, though not 
altogether for the same reasons. Although many 
other economic writers also agree with the view taken r 
still the force in the opposite view recognising wealth 
as including all goods possessing utility, scarcity and 
transferability, so as to encompass everything which 
can satisfy wants and can be the subject of economic 
activities, is recognised. My submission has been 
that the same kind of difference obtains between 



■wealth and services as it does between labour and 
capital. Services satisfy our wsints actively and 
wealth acts as passive goods. It has been suggested, 
therefore, to regard the two as two different kinds of 
goods capable of satisfying our wants, and to comp- 
lete the definition of Economics by adding Services” 
to wealth in it. 

Eor the deficiencies of language and printing 
no apologies can be sufficient. Eor these, as also 
for those of the treatment of the subject itself, I 
•crave the indulgence of the readers, which will, I 
hope, make the book useful inspite of its short- 
comings. Any suggestions for improvements will be 
thankfully leceived. 

A great debt of gratitude is due to all those 
.authors whose writings have enabled me to lay this 
exposition of the subject before the Indian reader, as 
also to my teachers, whose instructions and guidance 
in my studies have contributed so materially towards 
the achieving of this aim. It will be idle to attempt 
.a discharge by tendering individual thanks. It is 
; all a one side account which can grow only on my 
debit side. 

My humble hope and prayer is that even as it is 
the book may be found useful. 

Camp. ] 

Indore, C. I. } J. P. SINGHAL 

JDated20 — 2 — ’29. J 
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"We are all busy in the business of life. All of us 
are trying to earn some money or are 
^^livina* 6arU preparing to earn money so that 
° lvl ‘ lr '‘ with the help of that money we may 

purchase things to satisfy our wants. Our 
wants are many. Food, clothing, house, convey- 
ance, stationery and so many other things are required 
to make life comfortable. When a person becomes 
ill he wants a doctor to help him and he must pay 
his fees. If we want to live in security we must 
pay taxes to the state which ensures this security. 
For all these purposes we require money, and to get 
money we must do something. The carpenter makes 
tables and chairs and other articles of wood and sells 
them to othei's and with the money he so gets he 
purchases those things which he requires. Those, 
who do not make things, sell * their labour. Thus 
the clerk goes to the office, works there for a 
number of hours and gets a salary. The singer^ sings 
a song and is paid something. The result is the 
same whether you sell your labour or the product of 
your labour; in both cases you get something as a 
result of your labour. This something may be money 
or the things which are directly useful. Remember 
that money is only a means of getting the required 
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tilings. One cannot eat or wear money but can 
purchase food and cloth with money. In villages 
the village menials are often paid even now for their 
services not with money but with grain by the far- 
mers. What one wants are the things that can direct- 
ly satisfy his wants ; he accepts money only Jbecause 
he can purchase such things easily with money. 
These things which directly satisfy one’s wants, and 
to get which he himself produces some things or 
.some useful labour, are called wealth. The activities 
which one undertakes to satisfy his wants are called 
•economic activities. These activities as has been 
•explained above, consist of his producing something 
useful and exchanging it with something else which 
may satisfy his wants. It is clear that this exchange 
of wealth or useful things can take place only where 
there are a number of persons producing different 
things. One man connot produce all the things 
required by him, and so different persons in society 
•do different works and the activities of all together 
tend to satisfy all the wants of all the persons. ^ So 
•our economic activities are carried on in a society 
.and not alone. 


ISfow it is very interesting to enquire how it is 


’Study of ^ our 
.activities in so- 
ciety for this 
purpose is very 
interesting. 


that in a society where many persons 
are doing different things their activi- 
ties are coordinated, how are the prices 
of various things under various condi- 
tions determined and what portion of 


those prices of goods goes to the labourer in the factory 
.and how much to the employer, and how does this share 
.affect the health and prosperity of the labourer and 
•even of the whole nation, how the price of one 


.article becomes lower and higher, under what con- 
ditions a large factory can prosper, and what are the 
proper conditions for maintaining a cottage industry. 
All these and many other questions of the principles 
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governing such phenomena arise when our economic 
activities are carried on in society. They would not 
.arise for a lonely Robinson Crusoe on a lonely 
island. For him the question would be how 
to cut wood from the forest to make his house or 
how tfb get his food, but they will not be the 
subject of an economic science. His problem will 
not be the discovery of general 
Economics is principles governing a class of pheno- 
this study, mena but the discovery of proper 
modes of activity to gain his end. 
Economics takes the society as existing and tries to 
enquire into the principles of a man’s economic activi- 
ties as a member of such society. ¥e may therefore 
define Economics as 


U A body of the principles underlying and gov- 
, . . erning the activities which a man 

Dcmmiou. undertakes in society for producing 

and consuming wealth to satisfy his wants.” 

Formerly Economics used to be defined 
simply as “the science of wealth” , and 
The old defi- an idea became current that Economics 
nition is wrong, taught how to become wealthy. But 
this was quite wrong for two good 
reasons. Economics is not an art but is 


.a science. It does not teach us how to act so as to achieve 


a particular object, as for example the art/ of painting 

It is a bod of P rescia bes the way in which a good 
principles ‘and painting may be produced. It does 
not of practical not tell us the method of becoming 
rules. Is a wea lthy. It enquires" into the 
principles governing our economic 
activities which we undertake to satisfy our wants. 
It is a body of principles and not of rules prescrib- 
ing modes of actions. Secondly the production of 
wealth is not the aim of the study of Economics nor 
is it the only department of the science. "Wealth is 
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produced for satisfying the wants of man, and the im- 
portant point is this satisfaction. If this satisfaction 
were possible without the production of wealth there 
would not have been any department 
Chief point is of production in the science at all. So 
thy satisfaction the ( *hief point is the satisfaction of 
Wo alt 1 r is only a human wants, and the considerations 
mean,-.. of human welfare now occupy a very 

important place in economic discus- 
sions. The production of wealth is only secondarily 
important. Now the centre of gravity has been shifted 
from wealth to the welfare of man and the department 
of consumption is becoming increasingly important. 

People are sometimes very fond of calling Econo- 
Economic* is mic ' s * : Vclflsli science”. Imt this is a 
not a Hellish mistake. Whatever ground there was for 
^‘ienco. such an idea in the old conception of 

Economies is not present now. The idea of selfishness 
was based upon two misunderstandings. One was 
that Economics taught one howto increase his wealth. 
But as stated above this is not the case. While Econo- 
mics notes and examines those activities which in- 
crease the wealth of a nation it also examines the 
effect which those activities have upon the general 
welfare of the society, upon the health, comfort and 
prosperity of the great mass of the community and 
thus draws attention not merely to wealth but even 
more pointedly to hitman welfare. 

Another ground for the charge of selfishness was 
Theory of : sel- the theory of the "’selfish man.” It 
fish man’ not was laid down that in economic activi- 
abvays true. ties a man acts in the way to- 
which his selfish interest directs. But it is now re- 
cognised that selfish motives, though some of the 
strongest and the most prevalent motives in business- 
transactions, are not the only ones. Thus even or- 
dinarily a person saves wealth not merely to enjoy it 
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himself at some later time, but often for the sake of 
^others, his children and his relatives, and sometimes 
•even for advancing some charitable object. Many 
beneficient economic activities like those of the co- 
operative movement have been given rise to by 
.altruistic motives. The whole factory legislation and 
the laws about trade unions are results of an anxiety 
for the welfare of the whole society and Economics 
rightly examines the conditions, the necessities, and 
the effects of such legislation and movements. Thus 
now it is abundantly clear that the theory of the 
rselfish man is partially true, only so far as it 
impresses upon us the importance which we should 
.assign to selfish motives, but a perfectly selfish man 
is not found in actual life nor is contemplated by 
the science ; it is a mere abstraction and applies only 
with the usual scientific, formula "other things being 
•equal.” 

It has been explained that Economics is a science 
. . and not an art. To make this per- 

conomics is a £ ec tly clear the name of the science 

.an art. 18 now generally accepted as Econo- 

mics. Formerly it was called Political 
Economy which meant u the management of the poli- 
tical household or the state.” But this was misleading 
.and so it is not termed Political Economy now, but 
like other sciences its name also has come to be 
Economics. 

Economics is a positive science and is not specula- 
It is a positive tive like metaphysics. It examines 
science. the economic phenomena as it finds 

them to be and does not speculate about what they 
may be or may not be. It may note the tendency 
of any economic activity towards any particular 
direction, but the reason for such notice will be the 
positive existence of that tendency in the present, 
Economists sometimes indulge in speculation about the 
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best form of economic organisation, but that specula- 
tion is not a part of the science of Economics proper. 
It may be an application of the inferences and lessons 
derived from the examination of any economic pro- 
blem for the formation of an ideal organization, 
winch may or may not be actually realised but 
such formation of the ideal is distinctly separate and 
different from the science itself. 

Similarly Economics is not a. normative science* 
It is not a nor- like Ethics. It does not set up any 
mative or ethi- standard of economic conduct as- 
cal science. Ethics does in morality. Nor does- 
Economics pass any ethical judgement on any eco- 
nomic activity. It may note the effects of such 
activity but will not prescribe what should be the 
form of such activity to achieve any particular 
economic “good”. From this point of view it is- 
neither an unselfish science nor a selfish one, it is 
a neutral science like other positive sciences, Psycho- 
logy, Physics and Biology. It simply examines the* 
existing phenomena. Of course in the examination 
it does not forget the conditions of human welfare 
just as it does not forget the conditions of increasing 
and decreasing wealth, which is necessary for satisfy- 
ing human wants. It should be remembered, however,, 
that in practice economists do discuss also the goodness 
or badness of economic activities and do opine on the 
ways of advancing human comfort, for without such 
practical discussions the study of the science would be 
meaningless, useless and sterile, but at the same time it 
should not be forgotten that such discussions are not 
a part of the science itself. They are a digression. 

We have seen that Economics examines man’s; 

economic activities as a member of 
A social science society and so is a social science like 
^Sociology^ Politics, but is not a part of Sociology,. 

^ unless Sociology should be a name 
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given to the whole group of social sciences. Socio- 
logy proper is a science of the general principles of 
social evolution, while Economics deals with the 
existing economic activities of a society. It is relat- 
ed to Politics like a sister social science, it notes the 
the affects of political conditions on economic activi- 
ties and of economic activities on political conditions 
but otherwise is distinct from Politics. 

It, depends for its data a great deal on the mental 
science Psychology and on the pliysi- 
Takes its data cal sciences. The reason is that it 
i r o- m and' yC li° T " deals with the activities of man, and 

sical sciences. so naturally finds valuable aid from 
Psychology which deals with the 
phenomena of the mind of man. On the other hand 
the economic activities are related to wealth which 
consists mostly of physical objects, and so it is natural 
that the physical sciences should supply it with much 
valuable information. Thus the old theory of a per- 
fectly u selfish man” has been discarded on a fuller 
knowledge of the psychology of man. The laws of 
diminishing returns and increasing returns which tell 
us under what physical conditions crops grow less 
or more than their due proportion to the expenses of 
cultivation are physical laws having immense economic 
significance. Economics only takes some of its data 
from these sciences and is otherwise as independent 
of them as any other science is. 

Prom these data and from others which it reaches 
by an induction from economic facts 
The method ft derives its conclusions and verifies 
iLt *em again by experience Thus tie 

historical, science uses both the methods ox de- 

graphs and duction and induction in their proper 

statistics. places and discards neither, but still 

it depends to a great extent upon induction as it is 
always examining econonmic facts in detail and 
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makes ample use of statistics. It takes its facts for 
induction not only from existing phenomena but also 
investigates the economic conditions of the past times 
by the historical method. Then always checked, com- 
pared and continued by such facts deduction plays a 
great part in building up the body of its principles. 
These principles it illustrates with the help of graphs. 

Such then is the science of Economics. Its sub- 
ject matter is primarily man who 
Hubjeot mutter undertakes certain activities for sa- 
ma»( ,11ar ° ° f tisfying his wants. The principles 
of these activities of man in 
society form the science. It finds that to 
satisfy his wants man first produces wealth and then 
consumes or uses that wealth. He first earns or gets 
and then spends it. We have seen above that as a 
man does not produce all that he requires he exchanges 
some of his products with those of others. 

In society very often many persons unite to pro- 
duce oue article as is the case in a 
[ts four depart- factory, and so when the article is 
sold part ot the proceeds go to tlie 
labourer and part to the owner of the factory. There- 
fore a fourth department, that is of "distribution” is 
added. The worker must first produce an article, 
then it should be exchanged with something which 
is wanted, then that something should be distributed 
between the different, parties who produced the ori- 
ginal article jointly and then will each party be able 
to use his share for his consumption or the satisfac- 
tion of his wants. So before the real object of the 
whole economic activity — consumption of wealth or 
satisfaction of wants — can be achieved the interme- 
diate operations of production, exchange and distribu- 
tion have to be gone through. Naturally therefore 
the study of Economics is divided into the four depart- 
ments of production, exchange, distribution and con- 
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.sumption of wealth. But this should always be kept 
in mind that this study is not of the activities of one 
single person but of the society in general. Thus 
Economics will not enquire how a certain per- 


j , , n son produces, exchanges and consumes 

questions *for his wealth, but how is wealth pro due- 
the society ed in society by various classes of 
as a whole. persons, how they exchange different 

kinds of things, and how the share of the total pro- 
duce going to a person of any class is determined or 
in other words what determines the amount of 


■earnings which various classes of persons get and 
lastly how those persons use or spend those earnings 


for satisfying their wants. 



CHAPTER II. 

What ts Wealth. 

In the first chapter we have seen the great impor- 
tance of wealth as a means of satisfy- 

meat by wealth. in S our _ wan ^- We should now en- 
quire m detail about the conception ot 
wealth; for in scientific enquiry it is always necessary 
to be as accurate in one’s terminology as possible and 
so we should understand what we exactly mean by 
and include in the term wealth. 

Wealth, we have said, is that which satisfies our 
wants. But there are things which do satisfy some of 
our most essential wants, but which we do not include 
in wealth. Thus when we compare the wealth of two 
persons we do not include the air they breathe or 
the water they drink in the wealth of either. They 
are equally available to both and so do not a fleet 
the comparative value of the wealth of any of them. 

They are called free goods or goods 
Free Goods. given freely by nature to all men. 

Hoods is the term applied to all useful 
and desirable things or things which possess 
“utility . 77 By the term “utility 77 is meant the power 
of satisfying our wants. It is also called value-in-use. 
Although free goods also possess utility but as we 
have not to work to got them so they cannot be the 
object of our economic activities. They are obtain- 
able free and so do not require any price to be paid 
for them. Wealth therefore is not 
cxch^^e^al that which is freely obtainable, but is 
and\itihty V£ and that which is scarce and requires some- 
is transferable, labour and expense to procure. Such 
goods are called economic goods,. 
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Clearly enough such a thing will carry a value, for • 
every body who wants it will be willing to pay for' 
it some price so as to escape the trouble and expense 
of finding it himself. Thus wealth carries an exchange 
value. must be both useful and exchangeable. 
There are other things also which are useful 
and * carry an exchange value and 
still are not wealth. Thus the 
song of a singer or the atten- 
dance of a doctor satisfy wants and are useful, they 
also carry an exchange value for the singer and the 
doctor receive a payment for their work, but their 
value finishes with such payment. The 
singer or the attendance of the doctor 
having been once given cannot be transferred again 
by the receiver, for they have no existence as separate 
objects as such. They are exhausted in one act and 
so are not further exchangeable or transferable and 
cannot be counted as part of the wealth of the 
receiver. They are technically called services. 
Services though they do satisfy our wants, are 
not therefore included in the term “wealth*’ 7 . So far 


Services not 
wealth. 


exchange 
song of the 


*Some writers consider services to be wealth as they possess 
utility and exchangeability. It is true that both wealth and 
services satisfy our wants, but there is a clear difference bet- 
ween the two. In the first place wealth plays a passive part 
in consumption, while services satisf} r our wants by actively 
supplying their utilities to us. S econdly 

their production. If we calculate the wealth of any person we 
wfiTnot* include the song he has heard, or the drama he has 
witnessed, or the services of his domestic servant in his wealth. 
This difference becomes clearer still when we consider capital 
and labour. Capital is that wealth which is used for producing 
further wealth or utilities. If services are wealth, than those 
services, or work done by man, which produces further wealth 
or utilities will be capital. But for such services or work 
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we find that “wealth” includes all material and trans- 
ferable goods external to man. There may be internal 
4 goods such as abilities and technical 

tiefnot'wealtk' skilL . The y also carry an exchange 
value in so far as they enable the pos- 
sessor to acquire wealth in exchange for the exercise 
of those capacities, but what is' exchanged is the 
exertion of those capacities and not the capacities 
themselves. Such exercise we have already termed 
above as services. The abilities and skill as such 
are non-transferable, and they are not wealth. But 
they are sometimes called “personal wealth.” 

But there are other non-material goods which are 
Immaterial wealth included in the term, “wealth”. Thus 


the term “labour * 7 is used. If land, capital and labour all are 
taken merely as a el a ssifi cation of wealth from the view-point 
of production, then Economics becomes a study not of “man 
producing and consuming wealth * 7 but of “wealth (including 
production -services or labour) producing wealth and man 
consuming it**. This is manifestly wrong as it ignores the 
fundamental importance of conscious human activity in the 
production of wealth. Economics is on the one side the study 
of man and on the other is that of wealth. Man produces 
wealth either directly by himself or with the help of capital. 
Wealth is the result of his productive activities. Those acti- 
vities themselves are not a kind of wealth. Labour and 
capital are two different categories and a similar difference 
exists between wealth and services. We may add “services ’ 7 
to wealth in our definition ot Economics to make it complete, 
hut should not ignore the characteristic difference between the 
two classes of things which satisfy our wants. We may, there- 
fore, define wealth as ’‘all goods possessing utility, exchange 
value and capable of being possessed and transfered to an- 
other." Such a conception will not only be scientifically accu- 
rate but is also more in acmrlanc* with the meaning which we 
usually attach to the term. 
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the good-will of a business is an example of such goods. 
This goodwill can be easily transferred to another and 
can be exchanged for value. The purchaser gets profits 
from the business done on account of this good-will. 
Other examples of such nonmaterial wealth are 
claims in* action, i. e. a lega.1 claim for money which a 
person may have against another, and the practice 
of a doctor. Another kind of wealth is 
wealtli entatiVe ^representative wealth” like stocks and 
shares, or bills of exchange and hundies. 
They do not satisfy wants directly and so are 
not wealth but, represent wealth existing elsewhere. 
Thus a stock represents a share in the property of 
the company which issues it. 

What is wealth at one place or time may not be 
so at another. Thus ice may be very 
Wealth at one pleasant and valuable in summer and 
ma 6 not be^so 111 a y n ot be so in winter or may be 

a^anotliei' 6 S ° wealth in the tropics and- will not be 

so in the arctic zone. Indeed there 
may be occassions when free goods may become 
wealth and even services may take the form of wealth. 
Thus although the song of a singer is no wealth but 
when it is taken in a record of the 
Service-wealth -phonograph it becomes wealth for now 
that song can be exchanged for value 
and can be a transferred to others. The lectures 
of a teacher when drawn up in the form of notes and 
published become wealth. 

Free goods can take the characteristics of wealth 
in two cases. One is when although 

become ° wealth tliere is 110 dearth of tlieir sti11 

when scarce. it means some expense to procure 

them. Where water is flowing in 
the rivers any body may go and take water from them, 
where water is not very abundant and something 
has to be paid for getting it, it becomes wealth. Or- 
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Alinarily soil is easily obtainable, but some persons 
make it a trade to dig soil from river banks, jungles 
and other places and sell it in cities. 

The other case is that of national or communal or 
collective wealth. Thus the water of 
nmnaUvealtli 0111 " a river cannot be considered^ form a 
part of any individual's wealth, but it 
is certainly a part of the wealth of the whole nation. 
Its water is used for the purpose of irrigation and is 
paid for. The payment is made by the individual to 
the government which owns the river as a represen- 
tative of the nation. Another case of national 
wealth is that of forests, which may not be the pro- 
perty of individuals but may form valuable national 
wealth. In a way even climate may be said to be a 
kind of national wealth in the case of health resorts. 
People from other places come there and spend large 
sums benefiting the inhabitants of the place 
who may be said to be owning that climatic wealth 
* collectively and who may be considered as transferring 
the use of that climate to others for the benefit which 
they receive from the visit of those who come there 
to recoup their health. The case becomes clearer 
still if the government of the place realises some dis- 
tinctive tax from the visitors. 

National wealth may consist of not only free 
goods but also of acquired or economic 
may °be natural g 00fIs suc}) as railways, canals, public 
- or ucquired. buildings and workshops and other 
materials owned by the government. 
But such wealth is not national because of any 
inherent natural characteristics but simply because 
it happens to be owned by the nation's representative, 
the government. An individual also may own a 
railroad or a canal system, a workshop or a building. 
But in the case of certain free goods it is impossible 
for an individual to own them and ,such goods can be 
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wealth only in the form of national wealth. Such is 
the case of rivers which cannot be owned by an 
individual, but which form a very valuable national 
wealth. Not only may the water of the rivers be 
^old for irrigation purpose, but they can also be used as 
waterways and the state can realise an income by charg- 
ing a fee for the license of navigating those waters. 

Some economists speak of a variety of wealth 
xr x- "itt ,,, called negative wealth It consists of 
that kind ot goods which not only 
•confer a benefit but also impose an obligation on the 
•owner e. g. copyright which not only is a source 
of income but entails the duty of keeping the book in 
print. If this is not done then the copyright may 
lapse under certain conditions. 

We have seen above that services are not included 
in the term wealth. All activities which 
are directed towards the production 
and consumption of wealth are econo- 
mic activities. Shall we consider activi- 
ties, say, which the singer undertakes 
to cultivate the power of singing as economic activi- 
ties ? Evidently we should because although those 
activities do not directly produce wealth, but they do 
-enable the singer to acquire wealth for the satisfac- 
tion of his wants. So the aim of all his activities is 
the same as that of other economic activities, namely 
the acquisition and consumption of wealth for the 
satisfaction of wants. The song itself is merely a 
stage in those activities which result ultimately in 
the procuring of wealth for the singer. 

Moreover what we have to notice is that our 
wants are satisfied not only by wealth 
Eeal aim of but by services also as they possess 
u r tility 0 not utility and so the real object of our 
wealth; economic activities is to acquire a 

number of utilities to satisfy our vari- 


Activities for 
•developing pro- 
ductive power 
.are economic 
activities. 
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ous wants. It is i m mat (‘rial whether those utilities 
come to us through wealth or through services. 
If wealth did not possess those utilities it itself would 
not he wealth. 

It has been shown above that formerly greater 
stress was ]aid on the acquisition ol* 
Utility con- wealth but now it has come to be 
to* the in oil ern recognised that the real object of study 
conception. is man and his economic welfare: 

wealth comes in only incidentally as 
the great means of that welfare. This change of the 
view point will acquire greater strength if wc recog- 
nise that utilities and not wealth only are the 
means of satisfying our wants. The recognition of 
this fact, is contained in the doctrine of the produc- 
tivity of labour. There, as we shall see later, 
while formerly that labour was considered productive 
which produced wealth now all labour is considered 
productive which produces utilities, whether it pro- 
duces wealth or not. 

Ifrom this point of view our definition of Econo- 
mics will have to be altered a little to 
^ become accurate and would stand thus. 

’'Economics is a science or the principles 
underlying and governing the activities of man 
in society directed towards the production and 
consumption of utilities for the satif action of his 
wants.” 

But while scientifically this definition will be 
more accurate the previous one is 
But the previ- more handy for in production, exchange,. 

convenient! 1010 distribution, and consumption the use 
of the term wealth will be easy and 
convenient while the repeated use of utility will 
introduce a peculiarity of expression which may 
sometimes be confusing. Moreover wealth being 
tangible something lends itself more to the action of 


But the previ- 
ous one is more 
convenient. 
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economic laws, whose action in its case is easily per- 
ceivable and measurable. In the following pages, 
therefore, the use of u wealth 77 in the examination of 
the economic phenomena will be adhered to ; only we 
should remember the importance of utility possessed 
by both* wealth and services, as the power of 
satisfying wants, the aim and object of all eco- 
nomic activities. 



BOOK II 


CHAPTER III 


Production — Land as a factor of production. 


For the satisfaction of our wants the first necessity 
is the production of wealth. The 
]n^clucticTn! th> ° department, of production may be 
divided for the convenience of discus- 
sion into four sections: — (1) factors of production 
(2) motive power, (S) methods of production, and 
(4j cost of production. In the first those elements 
which go to produce wealth will be considered. In 
the second the force that moves the instruments 


used in production is discussed and then the various 
methods by which wealth is produced will be ex- 
plained while in the fourth the enquiry will be con- 
cerning the different elements which go towards 
making up the cost of production of an article. 

The chief factors of production are three, namely 


Factors of 
production. 

organisation 


land, labour and capital, while a fourth is 
now added as organisation. Sometimes 
they are stated to be five when besides 
u enterprize” is taken as a fifth factor. 


"We shall now proceed to consider them in detail. 


LAND. 

The most essential condition of all human 
Land what it activities, nay of human existence 
is, includes air, itself is land. In Economics land 
abyve, amT Un6 does n °t mean merely the stretch 
mines below. of ground but includes all other natural 
incidents connected with land which help in the 
production of wealth from land. The other factors 
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of production are labour, capital and organisation. 
‘The last two are artificial and the first is the human 
agent. Everything else which is neither artificial 
nor human but which helps in production is includ- 
ed in the term “land” provided it has the peculi- 
arity of being fixed and limited. 

It includes the air above and the minerals 
It includes below, as also the quota of sunshine, 
fisheries rain, air and water. Fisheries also 

anc mines. would be included in the term land. But 

although technically land includes all these, and an 
account of fisheries and mines should be given in the 
chapter on land, still in ordinary language even in 
economic discussion land does mean the stretch of 
ground, and when we speak of fisheries and mines we 
do use the words fisheries and mines. In this ordin- 
ary use of land the incidents of rain, air, sunshine, 
however, are always included. 

Land is necessary for every kind of production. 

Its special use and the most prevalent 
aiy 1C for n all SS ~ anc ^ important one is for the cultivation 
production. of agricultural crops, fruits and vege- 
tables. But even in the case of indus- 
trial production land is required to build factories. 
In commerce it is necessary for shops and godowns 
as well as for making lines of transportation. In the 
case of those , who sell their services land is required, 
if not for anything else, at least, for their residence. 
It is true that land used for residence is used for 
.satisfying a want or in consumption, but in economic 
activities production and consumption are mutually 
related. Thus such residence enables the person to 
produce further wealth by freeing him from all 
anxiety about his habitation, and so far as it increases 
the production by keeping his mind free from such 
an anxiety it may be said to be helping in pro- 
duction. For fisheries and mines land is as neces- 
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sary as it is for cultivation. 

Thus we find that, land is one of the most essen- 
tial factors of all kinds of production. 
] > assi v © a ageii t ^ natural but passive agent. It 

must be work- does not produce itself but allows man 
ed up on by man to W ork upon it for producing wealth, 
o pi o uce. i s true that many fruits grow wild 

but they cannot be sufficient for supplying the needs 
of the whole human kind or of developed societies 
like the present ones. For supplying these needs 
man has to work to increase the means of subsistence. 


Man is the active agent while land from which he 
produces these means of subsistence is the passive 
agent. Without man’s work this production would 
not be there. But while this is true 
over lanTis ° it should be recognised that man has 
limited. not got so great a control over this 

production as he has over his own 
motions, or as he has over a machine. With a 


machine he may go on working as long as he can, 
and can produce as much as he likes provided he is 
willing to devote the necessary time. But this is 
not the case when he produces from land. The ptor 
cultivator may have done all that he 
Sfmuck 0 ^ tS can ploughing, manuring and using 
production the best seeds and if the rains fail him 

from land. then he may suffer. Or again if 

the rainfall is too heavy then also the crops 
may be destroyed. Thus the production from 
land is to a very great extent dependent upon the 
natural elements. In the case of the mines the ore 


to be extracted is already fixed by nature and all 
that man can do is to bring it out. 

Another peculiarity is that it is the most durable 
thing in existence. Although land 
Permanence. a ;[g 0 m a y ■| De destroyed by earthquakes 

or erosions of the sea or a river, but in comparison 
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with labour and moveable capital it is practically 
everlasting. Moreover if we remember that the sea 
and rivers themselves are land in economic language 
then it will be clear that any change in the con- 
figuration of dry land does not mean any change in 
the total "area. Hence its possession confers a perma- 
nent advantage, a monoply which is very valuable 
because of its being essential for all prodution and 
even life. This has led many persons to advocate 
that laud should not be the property of individuals 
but should belong to the whole nation. This is not 
the place to examine this question, but the fact 
should undoubtedly be noted that the possession of 
land does confer a permanent advantage. 

Further land is a natural gift. It is not arti- 
ficially produced by man like capital. 

1 18 ir Ua ®ut this characteristic has made some 
writers identify land with natural gifts 
,and even to substitute the former term with the 


latter. In fact all natural gifts, are not land. For 
example cattle, though natural gifts, are not land 
,as they do not possess the characteristics of being 
fixed in situation and in quantity. They can be 
moved and increased in number even with the inge- 
nuity of man. So they partake of the characteristics 
•of capital. Then the natural capacities of a labourer 
are natural gifts but they cannot by any stretch of 
imagination be included in land. The word land is 
limited to those natural gifts which partake of its 
peculiarities e. g., sunshine, air, water, rain, and such 
•others. 


There is another very important difference bet- 
ween producing with machine and 
Limited m producing from land. Machines them- 
qiian 1 } . selves may be increased to increase 
*tlie production, but land cannot be increased. It is 
limited in quantity. The population may increase 
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and so the need for food may increase but the 
amount of land available to mankind cannot be 
increased. “Whatever is wanted must be obtained 
from the same area of land. This leads to the “law 
Leads to the diminishing returns” The result 

law of dimmish- is that the value of the produce 
in g returns. of land increases with the lapse 
of time and the increase of population, for then 
there are many persons wanting it, and food be- 
comes dear. 

Another peculiarity of land is that it is fixed in 
. situation and cannot be moved from 
tion? C m SltUa ~ place to place as a man may move, or 
as a machine may be moved. If 
there is not enough food in one country then the 
land of that country can neither be increased in 
quantity nor can land from other parts of the world 
be brought to that country so as to increase the 
available supply of food. If on the other hand there 
is not enough cloth in a country, though there is 
enough cotton grown there, then the machines to 
weave cloth can be made in any number and labou- 
rers to work those machines may be imported from 

, , other places. These two character- 

The law oi rent. iHticg * f being limited iu qua iitity 

and fixed in situation give rise to the law of rent 
which we shall study in the department of distri- 
bution. 

Prom this point of view while forests are land, 
^ x cut trees are not as they become move- 

extracted ore able 5 similarly ore extracted from 
are not land. mines can not be called land ; they 
both become capital. 

It has been said above that the most important 
Methods of use of land is for cultivation. Culti- 
cultivation-ex- yatioii is of two kinds-extensive and 
viSion? CU L " intensive. When there is a plenty of 
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land and a scarcity of labour and capital 
the cultivation is extensive. By extensive culti- 
vation is meant the application of the available 
capital and labour over as large an area of land as 
possible. This generally happens in the case of new 
countries' where the new r settlers find extensive land 
to be occupied but do not possess much money, nor 
are their numbers so great as to supply sufficient 
labour, and so they have to depend on their own 
labour or those of their sons and brothers. Neigh- 
bours also are few and do not live so near as they do 
now : then they also work under the same difficulty. 
Naturally therefore he likes to bring as much land 
under cultivation as he can with his limited supply 
of labour and capital. He does not plough very 
deep but ploughs as far as possible. He sows the 
seed dispersed over the whole land and his plants 
have the advantage of utilizing the powers of a large 
area of land and so are sturdy and fruitful. This is 
extensive cultivation. 

But as the population increases the demand 
Effect of increa- for food is greater vdiile all the 
Sing population, available land is taken up. Then 
it becomes necessary to increase the supply from the 
same area of land. When the available land in a 
locality is already under extensive cultivation and 
still the need of food is not met fully the only way 
is to increase the agricultural produce of the same 
land, because land being limited in quantity cannot 
be multiplied, nor can the waste lands and jungles 
lying at a distance be transported to that locality for 
land cannot be moved. Consequently the cultivator 
now ploughs deep. The natural powers of the soil 
which were lying below the surface now come up 
and help hi the growth of plants. He now sows the 
seeds near each other. Though the seeds have not 
as large an area to draw from as before but they 
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draw upon the powers of the soil to a greater depth. 
Thus a larger amount of labour and capital is spent 
over the same area. From the word capital we may 
for the time being understand money ; the scientific 
definition will be discussed in a later chapter. 


Intensive 

cultivation. 


"When a large amount of laUour and 
capital is spent over the same area 


the cultivation becomes ‘intensive’. 


The degree of intensity increases with the increase 
of the labour and capital spent in the cultivation 
of the area. Sometimes lands are left fallow 


for a season, or vacant after a crop, so that the land 
may recoup its powers from rain, sunshine and air, 
and may become ready for the next crop. But as 
the knowledge of intensive cultivation advanced the 
cultivators discovered another method of effecting 
the same purpose without losing the advantage of 
reaping a second crop in the year from the same land. 
This method is the '‘rotation of crops”. Supposing 
.p that wheat is raised in one crop then it 

ci’ops! 011 ° may be found by experience that if 

rye is raised after it and then wheat 
again then both the rye and wheat crops will be 
good. This depends upon the principle that one 
kind of crop uses up particular salts from the earth 
and if a crop can be found which uses the remaining 
salts, then the second crop also will be good, for 
although the first crop has used up the powers of 
the soil, but not those powers which are required for 
the second crop. And while the second crop is 
being raised the powers required for the first crop 
may go on collecting in the soil, and the soil may 
again be ready for the first crop by the time the 
second crop is cut. The same thing will happen for 
the second crop while the first crop is being raised. 
This action would be further helped if the leaves and 
branches of the crops supply a manure to the land 
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suitable for the other crop. In this way the advan- 
tage of leaving fallow are obtained without foregoing 
the advantage of two crops in the year. Sometimes 
even more than two crops are raised. 

But with the increase in the intensity of the 
Margin of * cultivation the cost of the produce of 

cultivation. each new instalment becomes greater 

than before, and one will increase the 
production only so far as he finds that the prevailing 
price in the market will compensate him. Where 
the cost begins to be greater he will stop. The point 
tti ,, of the last instalment, which he pro- 

land, uuced at a point where the cost of 

production was just compensated by 
the price obtained for the produce, is called the point 
of marginal cultivation. If the price increases the 
margin of cultivation will advance because now even 
greater cost can be compensated. If the price 
decreases the margin will recede as now smaller 
costs only can be compensated, and so the cultivator 
will give up the more costly production -which he 
produced at the previous margin. 

This margin may be determined at a certain 


T 1 . point in the cultivation of the same 

margin 1 16 ^- an d ; or different plots of land may be 

compared with each other so that one 
of them is on the margin. That land which is not 
rich in chemical powers will produce less and at 
greater cost than a more fertile land. That land in 


which the cost of production is just compensated 
by the produce is said to be on the margin. 

Another way of increasing the productivity of soil 
is by making improvements. The 
Improvements, chief defects in a land may be its lack 
gabion 1 anci 11 n " chemical powers, or the land may be 

drainage. very loose so that the plants cannot 

fix the roots and the water goes 
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down deep and is not available for plants whose 
roots do not go down very deep, or the land may be 
dry and the rainfall may be insufficient, or again the 
land may be marshy or low with heavy rainfall. The 
first defect is cured by the application of manure. 
The second and third are remedied by the application 
of water or irrigation. By applying plenty of water 
for a sufficiently long period of time even a loose 
soil may be improved. Water is also necessary for 
raising crops and where rainfall is deficient wells 
may be dug, or canals and tanks may be built. 
A good system of drainage is sometimes necessary 
to drain of the excess of water. Further this 
depends to a great extent on the kind of crop 
raised. Thus tea thrives at places where the rainfall 
is good but it does not stay in the roots for a long 
time, and so tea grows well on mountain slopes. On 
the other hand rice and jute require a great deal of 
water, and the beds are filled with water to grow these. 
Other ways of improvements are fencing to protect 
the crops from wild beasts, putting up farm build- 
ings, use of improved instruments, and planting of 
trees. 


In India the cultivator is very skilful in judging 
the water and the weather and the 
India! 10n m proper rotation of crops, but he does 
not apply chemical manure. He uses 
cowdung and other refuse for this purpose and is 
generally conservative in his methods. His agri- 
cultural implements are of age old types, and very inef- 


ficient in comparison with modern agricultural 
machines now available. The reason for the back- 


Primitive ins wardness is firstly lack of education 
truments, lack and secondly to a greater extent his 
of education, financial disabilities and chronic in- 
culties^ a ifd debtedness. His fields are not large 
small holdings, and so do not admit of the application 
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of valuable machines. This can he clone only 
where farms are large enough to supply work 
to the machines. This can be arianged by several 
cultivators combining to purchase a machine and 
it is easily done where there is a * society of the 
. cultivators like a co-operative society. 

Cooperation Still to induce him to adopt such im- 
proved means they have to be demon- 
strated before him to convince him of their utility. 
The other difficulty is his heavy indebtedness. If 
one crop fails he has to resort to the village 
44 sahukar, r and once in the hands of the sahukar it 
becomes difficult to get out. Often social customs 
force an expenditure which binds him to the sahukar 
for long. It is necessary to train the cultivator in the 
habits of thrift, to supply him with 
\ alue of a long money on low rates of interest and 
ble "ten Lire. "* to give him a security in his right to 
hold his land, so that he may be cer- 
tain of reaping the advantage of the improvements 
he makes. If he makes a well and then is turned 
out by the landlord then his expense will be lost. 
This is tried .to be secured by the various tenancy 
laws, and the other objects are provided for by the 
cooperative movement. For demonstrating the im- 
proved methods of cultivation Government agricul- 
tural farms have been started. 

It has been said above that an increase of popu- 
lation and the resulting demand for 

creasing returns. food leac!s to . the change from exten- 
sive to intensive cultivation. In tins 
change chemical powers of the soil may be brought 
out which were not present on the surface, and this 
may give an increased yield, i. e., more crops than the 
amount proportionate to the increase of capital and 
labour applied to a particular area of land. When the 
produce is thus in excess of the amount proportion- 
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ate to the amount of labour and capital employed 
it is said to be following the law of “increasing 
returns”. One unit of labour and one unit of 
capital i.e. labour and capital generally employed in 
one act is called' a dose of labour and capital. When 
these doses of labour and capital are furthei* increased 
the return will not always be in proportion to the 
increase, because when the powers of the soil of lower 
layers have been brought forth and have already 
begun to act any additional application of labour and 
capital does not bring out further new powers, but 
only uses those powers, which have already come out, 
to a greater extent. Therefore the return to this 
additional application of labour and capital cannot 
be in an increasing proportion. It 

coiiltaut returns. wiU be ^ P ro P ort ; ionat e to the 
amount of labour and capital used. 
When the produce raised is thus in proportion to the 
doses of labour and capital employed it is said to be 
following the law of “constant returns”. 

But this condition cannot remain for long, because 
The law of when once the full powers of the soil 
diminishing or have come into play anfl you still go 
retur on blcreasbl § the doses of labour and 

' capital the resulting produce for the 

later applications of the doses will be smaller than it 
was for the earlier doses. When this begins to 
happen the produce is said to be following the law of 
“diminishing returns”. Even if we suppose the 
chemical powers of the soil to go on increasing the 
amount of rain and sunshine falling upon a particular 
area will remain the same whether we apply a small 
number, of doses of labour and capital or a large 
number because the area of the land will remain the 
same. So the same rain and sunshine cannot help 
the later application of the doses in the same propor- 
tion as they did the earlier ones. In agriculture there- 
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fore the time must come sooner or later when the 
produce begins to follow the law of 
dencetnuature. diminishing returns, because the area 
of land and its quota of air. rain, sun- 
shine, and of the chemical powers is fixed naturally. 
The last May be increased by chemical manure, the 
water also may be supplied by irrigation from wells 
or canals — although this also cannot be done beyond 
a limit, for there will be a limit to the water which a 
particular area of land can hold without doing 
damage to crops, but still there will remain the at- 
mospheric conditions, and these also are important. 
Sunshine gives energy and heat : from the atmos- 
phere the land takes nitrogen. We find thus that 
the dependence of land on the natural elements 
makes it inevitable for the law of diminishing returns 
to begin acting sooner or later ; and this is so not 
merely in agriculture but in other kinds of produc- 
tion as well which specially depend upon land, such 
as fisheries and mines. As the mines become deeper 
it may at first happen that the lower 
mmep? S ° layers are richer than the surface ones, 
and so may for a time give increasing 
returns, but as these richer layers also begin to 
be worked and the depth goes on increasing the 
returns may change from increasing to constant 
and ultimately to diminishing returns. With 
increasing depth the cost of bringing out the 
mineral upto the surface will increase, while the 
amount brought out per unit of time will be 
nearly the same or may even be smaller. Evi- 
dently the returns will be diminishing in proportion, , 
to the cost they will not increase in proportion to 
the increase of the doses of labour and capital. 
Similarly in the case of fisheries the first attempts 
will be more successful than the continued 
application of the doses for the area exploited 
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Also to fisheries and the approximate number of 
ami buildings. fishes to that area is limited. It is 
true that fishes from other areas may come, but they 
may as well run away on the scare being under 
stood by them.. With a decrease in their number it 
will become increasingly difficult and costly to catch 
them. Similarly the return from houses when intensive- 
ly built i.e., built to several stories, follows the law of 
diminishing returns. The cost of the first story in- 
cluding the foundations is greater than that of the 
second story, but thereafter the cost of the successive 
upper stories increases on account of the time and 
cost taken in passing materials to the higher floors 
being greater than in the case of the lower ones. On 
the other hand the rent which can be realised for the 
upper flats is smaller than that of the lower ones. High- 
er cost and lower rent realised means diminishing 
returns. If a person opens a shop on the upper flats 
his custom can not be so great as at the lower ones, 
while he will have to incur the extra cost of maintain- 
ing a lift. His profits, therefore, will be smaller than 
those of the lower rentee and so he pays a smaller 
rent. 

The conditions are different in the case of ma- 
chines. There if we increase the num- 
Different in per of machines the produce will in- 
climes as ma- crease m proportion to the increase of 
chines can be the machines, and will be even greater 
increased and proportion to the increase, because 
definitely. the same supervising stall can look 
after the second machine also and so 
its cost will not fall on the second machine’s produc- 
tion. In the case of an individual machine, it is true, 
a point may come when it may begin to give a dimi- 
nishing return. If you go on working a machine 
continuously for twenty-four hours and for days 
together the friction will increase and the machine 
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will not turn out the same amount of work for later 
periods of time as it did for the earlier ones. But 
when such a point is reached the owner will not 
continue to work that machine, he will rather increase 
the number of machines. He cannot do the same 
thing in Hie case of land for the area of land is fixed 
So even if the land begins to give diminishing returns 
he must go on working that land if he wants 
a greater amount of produce. The principle is 
found to be that in production which depends upon 
natural elements to any appreciable extent the law 
of diminishing returns acts sooner or later, while in 
productions where the mind of man can invent, 
arrange and organise the law of diminishing returns 
can be kept in abeyance indefinitely and often the law 
of increasing returns prevails. 

In the case of articles or commodities which follow 
the law of diminishing returns the cost per article or 
commodity increases as production increases, because 
the cost in labour and capital is greater for the later 
instalment ; while the value of those commodities 
which follow the law of increasing returns is less as 
production increases for its cost is smaller for the 
later amounts of the increase. This is why while the 
agricultural products go on becoming dearer the 
Why agricul- machine made goods become cheaper, 
tural goods are This law of diminishing returns may 
dearer and p kept in check for sometime by im- 
ones are chea~ provements m the method ot cultiva- 
per. tion in the case of agricultural pro- 

ducts also but as the area of cultivation remains the 
same it must begin to act sooner or later. It should 
be noticed that these laws of returns are based on a 
physical argument and should be rather a part^ of 
some physical science, but they relate to production 
of wealth and so are economic, but still they depend 
upon physical data which Economics borrows from 
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the physical sciences. All that Economics is concern- 
ed with is the effect of human activities working on 
and under these physical conditions. 

This power of land to produce a certain 
. quantity per unit of labour and capital 

£nrL enC,y ° f f erm eu its efficiency, and io measur- 
ed by the quantity produced. 



CHAPTER IV. 


LABOUR. 

Just %iS land has a meaning in Economics a little 
different from its ordinary use so has 
T mg h of C i a aboar n " l abour also ? but this technical meaning 
is not very much different from the 
ordinary one. All that we have to remember is that 
in Economics the word “labour 77 is used only for the 
work of man and not for the work of animals or 
machines. In ordinary language animals also are 
said to labour but that is not so in Economics.' Here 
animals are included in wealth and capital ? Econo- 
mics is on the one hand a study of the activities of 
man which he undertakes to satisfy his wants, and 
on the other side is the study of wealth which is 
the means of satisfying his wants. Thus there are 
the two main divisions man and wealth. Man work- 
ing is represented by labour, and all else is wealth. 
But of wealth used as a factor of production there 
are two very clear divisions, immoveable and move- 
able ; the latter kind is not fixed, immoveable, and 
limited as land, and comes under the category of capi- 
tal. Although so far as production is considered 
land and capital both are passive and non-living 
actors of production, and both are varieties of wealth, 
but their characteristics are so diametrically oppo- 
site, that they are classed in separate categories. 

In the work of man also all work is not included 
in the term labour. Work which is pleasant in its 
very process is not labour, thus* playing football is 
not labour, nor is taking food, or reading a story. 
But where the work is not done for its own sake but 
is done for the purpose of producing something else 
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which, may satisfy his wants, or in other words, work 
which is in the nature of an effort to produce some- 
thing or procure something capable of satisfying his 
wants is labour. Labour is toil and as such involves 
the pain of forced work. If the object could be 
gained without that work, then that work would not 
be undertaken by the labourer. It is possible that by 
habit this labour also may lose its unpleasantness 
and may also become pleasant, nay in some cases it. 
may even become necessary. There have been cases 
when a person accustomed to hard work feels rather 
uncomfortable if left without work. This is nature’s 
trick to make things tolerable, but it is none the less- 
true that in most cases toil would not be undertaken 
if the wealth for satisfying one’s wants were avail- 
able without such toil. In such a case persons who- 
would find it uncomfortable to be idle would probab- 
ly apply their energies in activities which would 
themselves be pleasurable to them without any ex- 
pectation of ulterior gain. Ordinarily 
Margin o toi , a man would W ork only as much as. 

is necessary. Suppose a man works for 8 hours, 
a day. Now in the first hour he would work for 
any return for he wants work, and has fresh 
capacity for work. But his willingness for the 
second hour’s work will not be so great because 
he has already got something as a return of his first- 
hour’s work, and his want is not so great, while his 
unwillingness will be greater because he has under- 
gone one hour’s toil already. Therefore he will 
demand more for the second hour’s work than he did 
for the first hour’s before he would undertake the 
trouble of working for another hour. This will be 
increasingly so for the subsequent hours till he 
reaches a point where the unpleasantness of labour 
will be so great that he will not work for any reward. 
The point just above this is the margin of toil, i.e~ 
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the point at which the reward offered is sufficiently 
great just to compensate for the most unpleasant toil 
which the labourer is willing to undertake. Beyond 
this point he will not work. 

It is clear, therefore, that in labour besides the 
„ ! . toil or effort of the labourer the period 

Factor of W of time is very impor tant. With the 

passing of time unpleasantness of toil or labour 
increases or effort becomes greater. Labour is 
an effort which a labourer cannot go on exerting 
for any length of time like a machine. There 
comes a time beyond which he will not work for 
any reward whatever. Ordinarily also he cannot 
work for all the twenty four hours or for the whole 
year round, and so a limited period of time must be 
sufficient to give him a reward enough to meet his 
needs or satisfy his wants. Further this reward also 
must be given to him at short intervals, and should 
not be accumulated, because the labourer has got to 
take food in the meantime, otherwise he will not be 
abletc work. 

The case is different with a machine. A ma- 


, . chine may work on continuously, and 

living. * its reward also may be kept accumulat- 
ing. The reason is that labour is liv- 
ing while the machine ’ is non-living. Here we must 
make another point clear before we proceed further, 
that the word labour, as used in Economics, includes, 
the labourer as well as the labour of the labourer, and 
the meaning is to be understood from the context. 
Where the qualities of labour as man, the source of 
labour, are discussed the labourer is meant by the 
term, and where the actual work for producing wealth 
is referred to then labour has the ordinary meaning 
of the work of man. Thus here labour means the 


labourer, because labour in the meaning of work can- 
not be living. The labourer being living cannot be 
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treated like the non-living agents of production, land 
and capital. The effect of being living and conscious 
is, in the first place, that the labourer cannot go on 
working continuously, and his reward must be given 
to him at short intervals, and secondly its sufficiency 
.and mobility are determined not only by the reward or 
other physical factors but also by the psychological ones. 
Education and training mean much for a labourer. 
Thirdly labourer being living has the power of ima- 
gination and invention which may be termed 
resourcefulness. This power cannot be present in 
non-living things like land and capital. A machine 
will work only in its set way, but a labourer may 
change his method of work so as to make it more 
fruitful and convenient. If a hitch occurs his work 
is not likely to be stopped and he will try to get 
over the difficulty. In the case of the machine the 
hitch will mean a dead stop. 

Being living and conscious labour is the only 
active agent of all the agents or factors 
Active agent. Q £ p r0r ] uc ti 0 n. A machine may do 

work but if will do so only when attended by man. 
In case of disorder the machine cannot put itself in 
order and begin to work again, it will be a man who 
will do so. Electricity, steam, may all move machines 
but only when directed by man. Without man’s 
labour production would be impossible. He is the 
primary cause of production ; all the others are merely 
helps in the process, though very necessary ones. 

Labourer is not only the primary and active fac- 
Object of f (0r production hut. it is also the oh- 

wealth pro- ject for whose benefit wealth is pro- 
duction. duced at all. He is not merely the 

•source but also the aim of production. This 
again is a peculiarity which is not present in 
land or capital, for they are merely the means of 
production. This peculiarity strengthens the 
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consideration that the conditions applying to the: 
work of the other factors cannot be applied to 
labour. Since labour is also the object of production 
there is no meaning in exerting labour so much as 
to make it unpleasant and painful. Work is done to 
satisfy human wants and not for its own sake, and so- 
care must be taken that the work is not excessive. 
Any system of social organisation which unduly 
taxes the labourer shows a disregard of this scienti- 
fic truth, and as such has got in it the elements of 
inequilibrium. The labour problems or the demand 
of the labouring classes for better conditions of life 
and work are a result. 

We have seen that labourer being living has to 
Labour is ^ even during the period of his 

perishable. work to enable him to work. The same 
result follows from the fact that labour 
is perishable. It expires the moment it is produced 
and is changed into the form of work which it does. 
One cannot store his labour to be used at some 
future time. Whenever he wants to work he must 
work with fresh labour. He may store the result of 
his labour, but if he has not the materials to make 
additional articles for storing then he cannot preserve 
the labour itself. The results of his labour also can 
be stored only when they are in excess of his require- 
ments, otherwise he must work every day, and as his 
wants also are recurring wants of food and clothings 
he cannot live without working. He cannot 
say “let me take rest today I will do two days’ 
work tomorrow”. And as there is a limit to his 
labour beyond which he will not like to work, he 
cannot say also that let me do two days’ work today 
and I will not do anything tomorrow. Excessive 
work on one day will decrease his capacity for work 
the next day, and no part of his previous day’s work 
can be restored as labour to be used the next day. 
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Moreover if lie works too hard, his work will not 
he so efficient, and the result will not be com- 
mensurate with the toil undergone by him. If 
•one does not work on one day that also will not 
•enable him to work very much longer the next day. 
He must therefore work from day to ckfy. The 
result is that it is difficult for a labourer to have a 
reserve. It is only when he begins to have a little 
capital saved from his daily earnings that his reserve 
of goods increases. Such reserve can be in the form 
of capital only and not in that of labour, for labour is 
perishable. 

Another very great peculiarity is that the labourer 

, r ^ . .. must deliver his labour personally 
Mast deliver , ■, , / 

personally. wheresoever he wants his labour to be 

applied. He cannot store his labour 
in an accumulator and send it by post. And as he 
is also living and conscious, so he may not like the 
particular surroundings in which his labour is wanted 
and is to be applied. In that case his labour will 
not work for he will not go there. It is different in 
the case of land and capital. They do not require 
that the conditions of production be pleasant, they 
may he applied in whatever process one likes. A 
labonrer may not like to leave his home, and so may 
not be able to take advantage of better wages at a 
place where the labourers are scarce, but capital can 
be sent to any place as it has got no feelings. There- 
fore as in labouring the labourer himself has to be 
present, so his conditions of work must be 
congenial. 

Labour is mainly of two kinds physical or museu- 

Pli 'sical ^ ar anc ^ men l ,a b Ordinarily nowadays 
labour! 8, only the manual workers are included 

in the term labour while the term libe- 
ral professions is reserved for those who do mental 
work. But in principle there is no difference between 
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~the two kinds* Both are exertions or toil of man, 
.and both are intended to satisfy the wants of others 
while procuring for the workers themselves the 
.means of satisfying their own wants. In reality 
there is no labour which is entirely mental or entirely 
physical. * Even a coolie does exert his mind a little 
in thinking out a proper way to lift a load, while the 
mental worker has to translate the results of his 
mental working into physical action. The difference 
is only of degree. In one physical labour predomi- 
nates and in the other the mental factor counts most. 
But at the present time a class of manual labourers 
has arisen as opposed to the capitalists or owners of 
capital, and often “labour” is used to indicate this 
elass of labourers only, while the liberal professions 
are considered to form the middle and the higher classes 
•of society. This may be so when the problems of 
the labour class are considered, but we should be 
perfectly clear in our mind that scientifically there 
is no essential difference between the two classes of 
labour, although there is a great difference between the 
.actual work done by the two classes, as well as in their 
habits and standards of life due to a greater mental 
development in the liberal classes. That this differ- 
ence is merely one of degree is shown also by the 
existence of a third class between these two, the 
.artisan class, whose work, habits and standards of 
life are all intermediate between the two. As exam- 
ples of physical labour may be cited the manual 
labourers, the coolies or transport workers and do- 
mestic servants. 


Mental labour may be divided into artistic and 
intellectual. In the former would be 
^bour! included those professions who appeal 

to and satisfy our aesthetic feelings, 
sand are emotionally pleasant, while the latter would 
include those in which the work is more or less 
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purely intellectual. Painting, music, are examples of 
the artistic, and writing and teaching are those of the 
intellectual labour. Both are necessary for human 
welfare and development. Man as a living being 
has not merely physical wants but has intellectual 
and emotional wants as well, and these also h&ve to be. 
satisfied. Even the uninstructed and uneducated 
will have his ditties and ballads, nay also grotesque 
drawings and pictures. Indeed sometimes the satis- 
faction of our physical wants even requires mental 
labour ; such is the case in medicine. Even for regula- 
ting our diet and selecting our food mental labour is 
necessary. Moreover the development of the intellec- 
tual and the aesthetic powers leads to a progress of 
civilization. Without these man would be a brute. 
It may be objected that the cost of maintaining these 
higher classes or this so called progress of civilization 
is too great and is grinding down the lower classes, 
who do not get much benefit from this advance of 
civilization. There is some truth in the first part of 
this statement, and this condition is due to the de- 
fective organisation of modern society, but it is not 
true that the lower classes do not partake in the 
general amenities of the society; they cannot remain 
unaffected by the contact of the higher classes. 
They do get many occasions of sharing this gene- 
ral progress, and the increase of educational facili- 
ties and news-communication increases the. 
chance of all taking part in the advance of society. 
As has been shown above, both physical and 
mental labour are necessary for the satisfaction 
of human wants. 

There is an old theory of productivity of labour' 
p , . r connected with the old emphasis on 

labour-old view- wealth. It was thought that only that 
production of labour is productive which produces 
wealth. wealth like that of a cultivator or an 
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artisan. In the case of transport workers, who 
carried articles from place to place, or merchants who 
simply stored commodities to sell them at a later 
time, it was thought that their labour was not produc- 
tive as it produced nothing, and so they were 
considered to be merely parasites who were paid by 
society without its deriving any advantage from 
them. But this view is now changed. Now it is 
realised that the production of wealth 
Modern view- i s not the end and aim of everything. 
utilfties 10n ° f The a ^ m ec onomic activities is the 
satisfaction of human wants, and those 
activities are productive which do satisfy such wants. 
Wants are satisfied not by any particular commodity 
or article, but by its utility or its power of satisfying 
wants. We have seen in the chapter of wealth that 
the same thing may be wealth at one place and time 
and may not be so at another, and so the main thing 
is utility. If, therefore, the labours of the merchant 
and the carrier does add any utility to the articles 
then they are productive, and if they do not then 
they are not productive. This is the proper test. 
Thus one thing may be so abundant at a particular 
place that nobody cares for it and it lies about the 
streets. If a person carries it to a place where it is 
scarce and so is highly valued, he does make it more 
useful by his action, and his labour cannot be said to 
be unproductive. Similarly if a merchant stores a 
thing at a time when it is not wanted so much, and 
thus saves it from destruction, and sells it when it is 
wanted more, he does make it more useful, and 
without his labour these additional utilities would 
not have been acquired. In the same way services 
although not included in wealth do satisfy wants and 
so possess utility. The labour spent in those services 
is not unproductive. The services of a domestic 
servant are often as necessarv to some persons 
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as consumable commodities. They produce those 
utilities which satisfy our wants for their atten- 


dance upon us. Thus the test of the produc- 
tivity of labour is the production not of wealth but 


ot* utilities. 

Productivity 
increased bv 


This productivity is increased by the 
use of instruments. A man producing 
with hand cannot- produce so much as 


one working with a machine can. 
Further all those things which in- 


crease efficiency of labour increase the productivity 


of labour. 


Just as in the case of land the power of land to 

Fftieiencv ot P r °d uce certain quantity of goods oil 
labour? 10 ’' ° application of a certain amount of 

labour and capital per unit of area 
measures its efficiency, similarly the efficiency of 
labour is measured by the amount of work which a 
labourer turns out in a given period of time. The 
more the amount of work he does the greater is his 
efficiency, provided the quality of the work done is as 
good as before, or as that of another labourer's with 
whom the work is being compared. The return for 
labour also will be according to the work done. 


The more efficient labourers will get more than the 
loss efficient ones. It is, therefore, material to know 


the factors which increase or decrease the efficiency 
of labour. The factors which increase 

Hovyin creased- t ] ie e f-fr c j eriC y 0 f labour are both 
Physical factors. . •' . , 

physical and psychological and even 

moral. The most important thing is that the labou- 
rer should have a sound, healthy, strong body, and 
all those things which improve his health and 
physique will make him more efficient, while those 
things which injure his health and strength will nec- 
essarily make him less efficient than before. The things 
necessary for health and strength are good nutritive 
food, good shelter, good clothing and open air work. 
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'Thus a man is protected from ailments and keeps his 
, strength. If his work is not an open air ones but is in 
a congested stuffy room naturally his health will be 
affected. This is why workers in villages are sturdy 
and strong in comparison with those of the 
town. * 

But physical health and strength are not enough. 

. Labour is the living and the active 
factors 10glCal factor of production, and so its psycho- 
logical and moral condition also 
becomes important. If a person is very healthy and 
strong but is a fool, he will be less efficient than a 
person who is more resourceful. A man who is 
resourceful, whose mind is adaptable, so that he 
easily suits himself to different kinds of works and 
situations, and who is of strong will so that he can 
be trusted to do a work with energy and perseverance^ 
will be more efficient than one who has not got 
these qualities. There are certain conditions which 
tend to develop these qualities further. They are 
freedom, change and hopefulness. These conditions 
increase his efficiency directly also. Pessimism makes 
a man less efficient while hopefulness increases his 
productive powers. Pessimism acts as a check, as a 
damper over his enthusiasm, and lack of enthusiasm 
does not allow the full powers of a man to be employed 
in a work, while enthusiasm gives a freshness and a 
new energy. This is helped by change. Change of 
surroundings is very important for the proper develop- 
ment of one’s powers. Monotony of work and life 
decreases interest in the work, and change by renew- 
ing this interest enables a person to act more ener- 
getically. Freedom of life also makes a man self- 
reliant and resourceful, while dependence on others 
destroys his power of initiative, and his efficiency as 
the active agent of production is reduced, for only 
.that active agent can be efficient who can initiate 
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useful activities. A labourer’s efficiency may be 
further increased artificially by proper education and 
instruction and by developing his technical skill. 
Even where merely iion-tecliuical education is received 
the educated worker does things in a more methodi- 
cal systematic and neat way than an uneducated 
one. 

A man’s efficiency is affected not only by his 

physical and psychological condition, 
Moral roctors. i i i 1 • i 

but also by his moral equipment. 

Thus a person who has a high sense of his duty and 
is diligent is likely to do more and better work than 
a person who is devoid of these qualities. One who 
is truthful and honest will be more trustworthy and 
will work more energetically than a dishonest person. 
Generally a person who is of a strong moral charac- 
ter will be more capable of sustained work than a 
man of loose habits. These moral qualities do not 
affect liis efficiency directly only in this way. but 
they affect also his psychological and physical quali- 
ties. A man of sound character will be of a strong 
will and strong body. He will not be easily daunted 
by difficulties and will be resourceful. Man is a 
living being and the connection between the body 
and the mind is so intimate that each affects the other. 
A strong mind tends to develop a strong body, and 
a healthy body means a healthy mind. Thus for 
efficiency proper condition of both the mind and the 
body is necessary, and any system which disregards 
the mental and moral health of the labourer commits 
a serious mistake, and does help to reduce the effici- 
ency of labour. Hence it is very important to 
provide healthy intellectual and moral conditions of 
life for the workers, as well as to keep an element of 
change in their life. 

Just as certain things increase the efficiency 
of labour the opposite conditions decrease it. 
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Efficiency dec- Insufficient food means a weak 
reased by. body and even a diseased body. 

■ Conditions of sanitation also mean much. Bad sani- 
tation provides a breeding ground for diseases while 
good sanitary conditions help in keeping healthy 
bodies. Sometimes the climate is enervating as is 
the case in the tropics. Pecuniary difficulties often 
do not allow a person to lead a restful and healthy 
life. Even if he is not so bad off as to have to stint 
himself to a great extent the constant anxiety 
damps his enthusiasm. This is a condition which in 
the present organisation of society is very commonly 
complained of. Another great cause of the decrease 
of efficiency is overwork. "We have seen that a 
labourer cannot be worked like a machine continu- 
ously for any length of time, as toil means a nervous 
, strain, and to this strain there is a physical limit. 
Overstraining the nerves means weakening them and 
making them less efficient for further work. Not 
only overwork but even monotony of work and lack 
of recreation affect efficiency adversely. Holidays 
and means of recreation are necessary to refresh the 
mind and the bocjy and prepare them for a fresh 
• effort. They provide a change which is so necessary 
to maintain efficiency. Life in towns, in congested 
areas, with its many distractions and temptations is 
harmful in comparison with the open air life of the 
villages. It is less healthy than the life of the 
country. Moreover, it sometimes throws a person 
into immoral society, and developes the habits of 
drinking, gambling and other injurious tendencies. 
All of these decrease his efficiency, for we have seen 
that strong moral character is as helpful in increasing 
•efficiency as a good healthy body. In the towns, 
however, there are greater opportunities of education 
and instruction. These also are very necessary for a 
labourer to become an efficient producer. 
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The affect of these factors in increasing anti 
decreasing efficiency goes on accumu- 
affect latlVC lating. Thus if a person gets insuffi- 
cient food, then in the beginning he 
will feel it as insufficient, but later on he will get, 
accustomed to it, and the decrease in the Efficiency 
will tend to become permanent. With decreased 
efficiency he will get even less than before and this 
will go on cumulatively. The children of weak 
parents will be weak and will be less efficient, and 
thus a whole nation goes on deteriorating. The 
labouring classes form the majority of the masses and 
their prosperous condition is necessary for the 
strength of a nation. The index of their prosperity 
is their general health, birth rate, death rate and the 
average duration of life. Where the average dura- 
tion of life and the birth rate are high, the death 
rate is small, and the country is free from epidemics, 
that country is truly prosperous. None of these 
conditions obtain in India in spite of the fact that 
treasure in the form of silver and gold is said to be 
continually absorbed by the country. The epidemics 
take a heavy toll of life year after year, the average 
duration of life and birth rate are low in 
comparison with other countries while the death rate 
is higher. There is a chronic condition of famine, 
but as the people are becoming accustomed to a lower 
sustenance than before, they do not complain of 
scarcity, although the grain be selling very dear. 
This is a practical example of the cumulative effect 
described above. 

One way of getting more wages is the increase of 
the power of mobility. If labourers 
* 0 1 1 ' are paid more in a place A, than they 

are in another place B, then if they can move from B 
to A they can get more wages than they used to do. 
Or if one profession is more profitable than another, . 



LABOUR 


47 “ 


Kinds Geo ra ^ en ^e power to change the 
phicfl, verlctl, profession improves the prospects of 
and horizontal the labourer. There are three kinds 
mobility. 0 f mobility. The power of moving 

are from one profession to another profession, but 
in the s$me grade, is technically called the horizontal 
mobility or mobility in the same plane, while the 
power of moving from one place to another is termed 
geographical mobility or mobility in space, and 
mobility from a lower grade to a higher one or vice 
versa is called vertical mobility, e. g. an artisan 
becoming a clerk or a supervising foreman or a 
manager. The mobility of labour is not perfect as 
the labourer is not a passive non-living agent, and 
cannot be packed off to any place. He is a living 
being and so must be willing to move as well as 
should have the capacity to move. These conditions 
may vary. 

Vertical and horizontal mobility can be increased 
by good training and education, so 

mobility Cr6aSe S ma y ^e ca P a ble of adapting 

himself to a new profession, may 
learn it easily, and may even advance to higher 
grades. Education and training also help in increasing 
the geographical mobility, for they liberate the mind, 
and eliminate those superstitions and conservative 
ideas and habits which stand in the way of such 
mobility. But a necessary requisite of mobility of 
either kind is the possession of extensive information, 
for without it the labourer will not know where to 
move so as to get larger wages, nor will he be able to 
realise that some other occupation within his reach is 
more profitable than the one he is engaged in. A 
development of communications helps in increa- 
sing geographical mobility, for then the ease with 
which one may return home whenever he likes 
induces him to move out and go to places where he 
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can earn more. Moreover developed communications 
enable a wide diffusion of correct news and informa- 
tion. 

There are many things which stand in the way of 
If one is not well trained or 
or has not got sufficient infor- 
mation he cannot change from one 
occupation to another, nor is there any great likelihood 
of his going out. Even if he has the willingness to 
move and possesses full information, still poverty 
may stand in his way, and he may not have the 
means to make the change. Where this difficulty 
does not exist the character of the occupation to 
which change is proposed, or superstitions and home 
associations may prevent a man from moving. The 
labourer must deliver his labour personally and so 
the work, the place, and the surroundings where the 
labour is delivered must be congenial to the labourer. 
If the new profession is unpleasant no change will 
be made. If there is some superstitious fear attach- 
ing to the place where the labour is to be done the 
work will not be done. Some persons consider it 
inauspicious and undesirable to leave their native 
place, for such mobility is out. of question. Even 
for those who are not superstitious the home associa- 
tions may be too strong to allow them to move. New 
surroundings are usually not inviting. One has to 
establish himself anew at the place, and make new 
friends leaving all the comfortable arrangements of 
his home and his life-long friends. This is specialty 
so with sentimental persons and is not so strong with 
those who have business habits. Certain social cus- 
toms restrict the mobility of labour. This is the 
ease with the caste system of India. The caste 
. restrictions about food and marriage 
tions? reStriG ~ fend to keep a person to his native 
land, while the caste rules about a 


Mobility dec- 


mobility. 

educated 
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person of one caste following the same profession 
stand in the way pf that person changing to another- 
more profitable occupation. Originally it was of great 
use as it restricted the number of persons engaged 
in any one occupation, and thus prevented the over- 
crowding of the professions; but now the conditions 
are changed, and in the present rush for wealth those- 
who work under these restrictions are prevented from 
increasing their economic prosperity, and the total 
national income, or the products of the labour of the 
whole nation, is not so great as it would be if every 
one could follow the most profitable profession suited 
to his capacities and training. If a profession 
becomes overcrowded its earnings will decrease, and 
the rush to that profession will also decrease and 
will be diverted to other occupations. Thus a natural 
equilibrium will tend to be established. Moreover, 
it is the lower classes only who suffer from these res- 
trictions, especially those who are called untouchables. 
Thus a sweeper will not be able to be a successful cloth 
merchant as nobody will buy cloth from him, nor 
will he be able to sell provisions for the same reason, 
although he may be living a very clean life. Thus 
he is per force obliged to remain in his own profes- 
sion and is deprived of all chance of bettering his 
prospects on account of the caste prejudice of the 
higher classes. Those castes which do not suffer from 
this restriction in following professions are taking to- 
any profession which they find profitable. The 
railway has broken down the prejudices to geogra- 
phical movement greatly. The existence of these 
social restrictions and their gradual breaking up 
under the influence of education and development 
of communications illustrates very well the principles, 
explained above. 

Efficiency of a worker is further increased by 
another fact which we have not so far considered,. 
Economic 4. 
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Division of 
labour. 


and that is the division of labour or 
allotting different parts of a work to 
different, persons rather than make one 
person perform all the actions himself. This division 
Y ovms labour may have different forms 

tinder different conditions. r J£hus there 
is a division of labour in the family. The mistress 
of the house looks to the home management and the 
master concerns himself with earning the means of 
livelihood. Then there is a division of labour by pro- 
fessions or callings. Our wants are 
y ca mgs. so man y we cannot, ourselves 

produce all the things required to satisfy those wants, 
and so different persons concern themselves with 
different works, and then exchange their products 
for the products of others. This is specialisation by 
families, i. e. certain- families follow particular pro- 
fessions. It. may further happen that families 
engaged in one kind of production may collect in 
_ - .... one locality, while others ' following 

another profession may concentrate m 
another, and in this way specialisation by localities 
may occur. This may extend even to international 
•dealings. Some nations may produce one kind of 
goods while another may produce other kinds. 
But the most important form is that in which 
the same work is divided into several 
parts. Thus in making matches 
one may be engaged in cutting blocks, 
another in making chips, a third in 
dipping those chips into the solution. 
Another party of workers may be engaged in making 
the different parts of the match box, and then 
different persons may be engaged in putting the 
chips into the boxes, and others still in labelling them 
and so on. It is this kind of the division of labour 
which is the most important to consider as it in- 


Division by 
•complete and 
in- complete 
processes. 
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creases production immensely. Properly speaking 
dhis subject belongs to the heading “Methods of pro- 
duction”, but as it deals purely with labour and has 
a bearing on the efficiency of labour we * have taken 
it up here. Division of work into parts may again 
be by “complete processes” and by “incomplete pro- 
cesses.” For instance take cloth production. A 
division of work into ginning cotton, spinning thread, 
weaving cloth, and dyeing is division by complete 
processes, while taking any of these branches and 
splitting it up into several processes, none of which 
by itself produces a complete part, and all of which 
combine to make it, is said to be division by ‘incom- 
plete processes. For instance cutting wood into 
blocks, these into chips, then fashioning these chips, 
and dipping them in the solution is division by 
incomplete processes, and this last kind is one of the 
most important for modern industry. 

Division of labour increases the productivity of 
^ labour, as in this case 1 one labourer 

necessary, does only one kind o± work, and so* * 


much 


which 


viously spent in changing from one operation to 
another when only one person produced the whole 
article. "When the quantity of the produce is increas- 
ed it is necessary that it should be sold. If it is not 
sold but lies on the hands of the producer, it is 
useless to undertake the trouble and expense of 


producing it. Therefore, the need for the goods, 
should be so great as to absorb the whole produce- 
and only then will it be profitable to produce it in 
increasing quantities by adopting division of labour. 
So the first condition of a successful adoption of the 


division of labour is a large market for the product, 
so that the increased quantity of the product may 
be absorbed and the workers may be kept occupied. 
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The process which each labour has to perform 
is very small, and it should be repeated for the 
whole day to keep the labour busy. This is possible 
pnly when the demand for the goods produced is 
yery great. If the labourer is not kept busy, there 
will be a loss, as full wages will have to be paid 
for small work, € 

j , Another very important condition is the divisibi- 
lity of the work. If the work itself is not divisible,, 
there can be no division of labour, e. g., in sawing: 
limber by hand labour there can be no division as 
the one operation of sawing completes the work. A 
third condition is that there should be some person to 
poordinate the work of the labourers so as to get the 
whole article produced. Take the case of match 
manufacture. If the box making section produces 
pne thousand boxes per day, which the sticks pro- 
duced are enough for two thousand boxes, then half 
the quantity of sticks will lie about and be wasted 
or the work in the sticks t will have to be stopped. 
Some person must look to this coordination. He is 
the employer who pays wages to the* workers and 
sells the articles himself. When these conditions 
are fulfilled and division of labour is adopted many 
advantages result therefrom. 

The whole complicated work of producing an 
, A . x article is divided into simple opera- 

van ages. tions. This on the one hand makes it 
possible to invent a machine to perform the simple 
operation, and the introduction of the machine further 
increases production. On the other hand when a 
worker performs only one operation again and again 
liis skill in performing that operation becomes great, 
and he produces more and better work than he does 
when he has to perform many different operations. 
It also saves time for when one man produces the 
whole thing, he has to perform all the operations 
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necessary to produce the whole article, and in chang- 
ing from one operation to another much time is lost* 
"But here this time is spent in repeating the same ope- 
Tation for a much larger number of articles, and as 
this is tr&ie about all the various operations which the 
.many different workers are performing, all the parts of 
.a large number of articles become ready and the total 
production is great. There is a saving not only of 
time but also of implements. If one person produces 
;a whole chair then to produce ten chairs ten sets -of 
tools will be required for ten persons, but if the opera- 
tions of producing a chair are divided amongst them, 
then only 'one set of tools will be sufficient, for one 
person will be using the same tool again and again, 
•and in the same time, in which he used to make 
one whole chair, he will be able to make one parti 
of the chair for more than ten chairs. Moreover, 
when there is only one simple operation to be pen 
formed it can be easily learnt, and so the period of 
training is shorter than it would have been, if all the 
operations were to be learnt. Last, but not the least, 
there is another very great advantage, and that 1 is 
that a diversity of work enables workers of different 
capacities and strength to find work. This could 
not have been possible when one man produced the 
whole article. That man must be strong and capable 
enough to perform the most difficult operation of 
the process. But now the work being divided into 
many parts the strong may be put to the difficult 
portions, and those who are weak to the easy ones. 
’This means a saving of the energy, for now 
the strong ones have not to waste their time in 
performing the easy operations, as they had to do 
when they produced the whole article themselves. 
As a result the quantity produced is greater arid 
the produce is of a better quality* 
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But there are some very serious disadvantages’. 

, also. The greatest disadvantage is* 

ages! vant ™ that the labourer becomes dependent 
upon the employer. When he used 
to produce the whole article himself he c^ould sell 
that article and make his living, but now he cannot 
imake the whole article. All that he knows is how 
to do a particular act in the process of its production, 
and if he falls out with his employer or the employer- 
does not pay him sufficient wages, then he cannot 
support himself by producing the whole article and 
.selling it in the market. He must search out 
another employer who wants a man knowing how 
to perform only that particular operation. This is 
not very easy to do. And so the poor labourer is. 
placed in the power of the employer. This dis- 
advantage is reduced to a great extent by the intro- 
duction of machinery. If a person acquires a. 
knowledge of the way in which a machinery works, 
then he can understand the working of another kind 
*o£ machinery easily as the main principles of 
mechanical work are the same. In this way he 
nan put himself to a different work. There is a 
second disadvantage which also has been very much 
reduced by machinery, and that is of monotony of 
work; when one operation is repeated again and 
again the work becomes monotonous and tedious. 
Here again a machine comes to the rescue, for when 
, the operation becomes simple enough to become 
monotonous it is taken up by some machinery. But 
there is a third great disadvantage which is not 
■cured in any other way, and that is that the artisan 
is changed into the wage labourer. One who led an 
independent life producing and selling his own goods* 
has now to work for wages as a servant of another. 
That healthy independent life is gone for him. He 
knows only a part of the work and so cannot produce- 
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on his own account. Even i£ the -machines help him to 
do the other parts of the work, then also he must seek 
out some employer with machines wanting his labour. 
He cannot instal all the machines at his own expense. 
Thus he becomes wholly dependent upon the em- 
ployer. This * combined with the factory system,, 
which we shall study in the section on “methods of 
production”, has produced a class of wage-labourers,, 
and has given rise to a whole class of problems,, 
called the labour problems. 

Labour is the active agent of production and so* 

T i when we want to know the productive 

.Labour power. » . . . 1 . . , , 

power oi a nation it is pertinent to 

enquire how much active producing power of labour 

there is in the country. Labour power depends upon 

the population, but the whole population will not be 

included in an estimate of the labour power. The 

children, the invalids, the crippled, and the aged 

must be excluded. Only the proportion .of .adult. 

workers is to be taken. The work of these also will 


depend upon their health and strength. The average 
duration of life will give the approximate period of 
time which is available for the workers to produce 
goods. This average depends upon the rate of birth 
and death at different ages. All these questions are 
important, and they not only show the potential 
power of a nation for producing goods, but they also 
indicate the prosperity or otherwise of the nation. 
Statistics on these points give a sure , indication 
whether a nation is improving, or progressing, it is. 
deteriorating. 

Hates of birth and death depend upon many 


Bate of birth- 
depends 
upon natural, 
social etc., 


things, natural, social, economic and 
psychological. In hot tropical climate 
maturity comes at an earlier age than 
it does in cold climates, and so the 


time ,of marriage is earlier and the rate of birth 



.56 ELEMENTS OF ECONOMIC PRINCIPLES 

high. On the other hand climatic conditions and 
isanitation have an influence upon the. duration of 
life and the rate of mortality, which is larger for 
countries backward in sanitary practice. Social 
customs like child marriage also, influence greatly. 
While by producing early marriages they increase 
the birth rate, at the same time the physical 
deterioration increases the death rate, specially in 
infantile mortality. Moreover, in the long run both 
the tropical climate and early or child marriage 
decrease birth rate by decreasing the fecundity of 
.successive generations. This fecundity is also de- 
creased by luxurious living and intellectual work. 
'The labouring classes are more virile than the liberal 
•ones. Moreover education on the whole acts as a 
check on sexual intemperance, and often serves to 
remind a person that he should try to provide the 
means of support and subsistence first before haying 
many children. Sometimes this necessity of provision 
■does check the increase of the new members of 
.society, and such prudent and provident men often 
marry very late, or even remain bachelors. This is 
specially so with men of moderate means, who are 
•sufficiently educated to realise the responsibility, of 
> procreating children, but who have not sufficient 
means to make them free of anxiety on this point. 

Those, who are poor, have no great prospect of 
rising high, and have no ambitions are, often im- 
provident. Slight success means the attainment of 
their objective. They are satisfied if they can some- 
how make the two ends meet, and the next thing 
they think of is marriage. This makes the birth-rate 
in the lower classes high in comparison with the 
upper ones. City life and country life also . have 
•some influence in this connection. Country life is 
healthy, free, contented and less ambitious than the 
town life," and so the birth rate there is higher than 
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in the towns, where the congested life decreases 
fecundity, and high ambitions and discontent with 
the existing standard ofdife often stand in the way 
-of increasing the population. As a rule population 
increases £tiore with general prosperity than in times 
of anxiety and agitation. Fertility of soil, plenty 
of work, and small cost of living with healthy con- 
ditions of life in good bracing climate tend to in- 
crease population, and that also of a sturdy character. 
High moral standards produce strong and healthy 
persons, while immoral habits cause physical deterior- 
ation and decrease virility. 

The population of the world, however, goes on 
increasing. Malthus studied this probr 
Malthus* law. lem and found the rate of increase of 


population alarming. He even for- 
mulated a law that while the population increases 
in the geometrical progression, or of 2 to 4 to 8 to 16 
and so on, the means of subsistence increase in the 
arithmetical progression as in 1, 2, 3, 4, 5, 6. He 
found that the population of a country, other things 
being equal, tends to double itself in 25 years. This 
increase is greater than the means of subsistence 
.because the quantity of land is limited. It 
cannot be multiplied to supply the increased needs; 
and in the case of the existing land production is 
not in proportion to the labour and capital employed, 
.but is in a diminishing proportion, and so production 
•does not keep pace with effort and population. On 
the other hand one family having a number of 
children means the founding of as many new families 
.as the children are. Thus while the population goes 
-on increasing at a rapid rate the means of subsistence 
|do not increase at the same rate. 

If this were to go on unchecked the prospect 
Checks to would indeed be rather alarining. But 


.increase 

population. 


certain checks have been provided by 
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nature in the form of war, epidemics and famines. The* 
truth of “war is a biological necessity” is probably well 
realised when attention is paid to this great problem. 
But inspite of these checks the population goes on in- 
creasing and Mr. Malthus affirms that unlegs mankind 
adopts artificial checks of moral restraint, and helps* 
this restraint movement by a wide diffusion of 
education, the future is not very pleasant. Social 
customs and laws may encourage or discourage 
procreation of children. In France at one time the 
increase of population was actively encouraged by 
the state granting a kind of bonus on the number of 
children which a person possessed. In India the 
idea of Shradli and Tarpan, which provides that for 
the peace of the souls of one’s ancestors he should 
perform Shradh and Tarpan, is also to encourage in 
the people the idea of having children to perform 
these ceremonies for them, and thus keep up the 
numerical strength of ‘the nation. On the other hand 
if having a large number of children saddles a person 
with any legal and social responsibilities the increase 
of children is likely to be discouraged. 

There is much truth in the theory of Mr. Malthus 
specially when applied to the world as a whole. But 
in the case of any particular country it may not 
apply at all. Thus where a country produces enough 
non-agricultural goods, it may export those goods, 
and get agricultural produce from other countries. 
Its increasing wealth may enable it to get this 
produce in spite of rising prices. But ultimately 
that food also must come from some part of the 
world ; and those parts of the world suffer where the 
people are too poor to be able to purchase food 
at its rising cost in sufficient quantities. Such a poor- 
country will in reality be suffering a double share 
of trouble, its own trouble or pressure of population. 
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and also the cost of maintaining the wealthy- 
country in plenty. It is true that while the* 
population increases progress in agriculture and 
improved methods v o£ production raise larger crops. 
"Who know^ some day artificial substitutes for food 
may be made. The population of the world has so 
far found sufficient food to support itself, and it 
may still find it to be so, then Malthus’ theory would 
not remain of practical importance.. But this also* 
cannot be denied that the population does increase 
more rapidly than the means of subsistence. Only 
there is no ground to be so greatly alarmed over the 
thing. Nor can we lay down an exact mathematical 
proportion with perfect certainty as is done by Mr. 
Malthus. 

In India a huge proportion of the people do not 
get enough food. Although she produces more than 
sufficient for her inhabitants, but other wealthy 
nations buy our grains at high prices which it is not 
quite easy for the poor Indian labourer to pay, and 
the result is under-feeding. 



CHAPTER V. 


Capital. 

"We have been using the word capital very often. 

and now it is time to enquire what 
IhlkindTf- ^ we mean by the word capital, 
wealth. which is the third agent or factor of 

production. In the chapter on land 
we have spoken of the application of labour and 
.capital to land and there it looks like money or 
;say rupees. Indeed in ordinary talk we do mean 
money by capital, but this is not scientifically 
accurate. What is used in producing wealth is not 
money but somethings 'or articles which directly help 
the production. Money only purchases those articles, 
•and in itself represents the power of purchasing 
them. Therefore, in common parlance when 
we speak of the quantity or measure of capital 
possessed by a person, we may consider the measure 
to be represented by the amount of money in his 
possession, and so may speak as if that money were 
capital. In reality, however, that money is not 
capital. Thus in the case of land what is applied, 
apart from labour, is seed, manure, and a plough 
worked by bullocks. No body can take the work 
which these things perform from rupees. Rupees 
‘Cannot be used as seed or as manure or as a plough. 
But we 4 speak of rupees as capital only by courtesy, 
because rupees can purchase these things. This 
makes one thing clear that capital itself is wealth, for 
all these articles are wealth. But what is the differ- 
ence between ordinary wealth and capital ? Ordinarily 
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it is defined as “that wealth which 
income^uo yields income”. This definition is 
inaccurate and wrong. Capital is a. 
factor of production, but this definition says nothing 
about its productivity. Income may be yielded with- 
out producing anything new. Suppose a person 
hires a carriage for going in a marriage party. This 
carriage is not used in producing any wealth. Its 
utility is being used up undoubtedly, but it is being 
used up directly in the satisfaction of wants as other 
wealth is used, and it is not used for producing* 
further wealth or utilities to be consumed later on. 
Suppose another person hires a carriage to go to a 
factory to direct what kind of cloth should be woven 
there. The carriage takes him to the factory in a short 
time, thus saving his time, and enabling this saved 
time in being used in increasing production of that 
kind of cloth. The difference between this and the 
use of the carriage in the marriage party is quite 
clear. Still in both cases the carriage will yield an 
income. The factory manager will pay because it 
has enabled him to gain more wealth, and the one of 
the marriage party will pay, because it enables him 
to satisfy his wants, just as he will pay for sweet- 
meats he purchases ; those sweetmeats will not be 
capital but wealth, only to be enjoyed. It may be 
objected that so far as the owner of the carriage is. 
concerned there is no difference, for he in both cases, 
gets an amount of money, which can purchase an 
amount of wealth or useful articles, and so he has. 
produced that wealth with the help of his carriage. 
But this reasoning is incorrect, because the carriage 
proprietor does not produce any new wealth merely 
by getting the hire. The hire represents a claim to 
existing wealth. So long this claim was in the 
possession of another person, now it comes into his 
possession, but no new wealth is created merely by 
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its transfer. It is created in the case of the factory 
manager who is enabled to produce more cloth of a 
particular kind than he would have been if he had 
walked on foot. You cannot say that in the case of 
the person going to a marriage party there is a 
•creation of utilities, for the utilities already .existing 
in the carriage are being used for the satisfaction of 
his wants, no new utilities are created, while in the 
•case of the factory manager actually new utilities 
are created in the form of producing a kind of cloth 
which is specially in demand. Thus the income of 
the carriage owner does' not always represent an 
increase of wealth or utilities. Further we have to 
remember that Economics is a social science, and 
enquires into human activities in a society, noting 
their affect not only on the person undertaking the 
.activities but on the whole society. Therefore, what 
we have to see is whether the use of the carriage 
for a marriage party has added any new wealth or 
utilities to the existing store of national wealth or not, 
although it may have added to the wealth of the 
individual, the carriage owner. Such addition to 
the individual’s wealth is merely a transfer of exist- 
ing wealth. Thus it is clear that mere acquisition 
of income does not make capital productive, and so 
.such a definition is not suitable for a factor of 
production. 

Capital, therefore, should be defined as “that 
wealth excepting land which produces 
ces il further U " further wealth or utilities in conjunc- 
wealth. tion with labour”. We have seen that 

both capital and land are two forms 
of wealth, but their characteristics are so different 
that they are classed in separate categories. So all 
wealth excepting land used for producing further 
wealth is capital. It is necessary to add “in con- 
junction with' labour” because capital being non- 
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living cannot produce itself ; it is only when it is 
used by labour to help in production that it helps to 
produce more than would have been produced by 
unaided labour, and for this reason its use is produc- 
tive of additional wealth. 

All capital is wealth, but all wealth is not capital. 

Only that wealth which is used as an 
agent of further production is capital. 
One thing may be wealth at one time 
and capital at another, or may be wealth 
for one person and capital for another. 
‘Thus a motor car with a wealthy person is wealth, 
which he uses for his trips, but if it is sold to a 
doctor who uses it in paying visits to his patients 
it becomes capital. The doctors motor also, if he 
uses it for going to see a friend, 4 is wealth, but if 
he goes on a professional visit it is capital. Milk 
when used as a drink is wealth, but if used for 
making sweets by the confectioner it is “capital. 
Sometimes a mistake is commonly made in deciding 
what is capital and what is not. 'When we try to 
•draw up a list of a person’s capital his stock in trade 
is included in it, but this is a 
trade-not true mistake due to the old idea of income, 
capital. The stock-in-trade is the wealth 

which that person is trying to sell for 
the consumption of others. That stock does not enable 
him to produce further wealth or utilities, it itself is 
the “further wealth” which he has produced with 
the help of other capital. It will, however, become 
capital if the purchaser uses it in some process for 
producing further wealth. An example will make 
it clear. The sweets exposed for sale by the con- 
fectioner are not capital but wealth, for the * pur- 
chaser will eat them, or will present them to his friends 
and relations for being- eaten or consumed. What 
is capital is the raw material and implements used 


.Same tiling 
may be capi- 
tal or wealth 
according to 
its use. ' 
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in producing those sweets. But when such stock is? 
used in another process of production if becomes, 
capital. Thus wheat purchased from the grain mer- 
chant may be used for food or for seed. In the- 
first case it is wealth and in the latter it is capital. 

Capital being a kind of wealth, naturally, will be 
produced as other wealth is, but what 
Rise of capital. is important is to find out how does. 
JavtngT ° f ^ come to be reserved as capital dis- 
tinct from the wealth intended for 
direct use and satisfaction of wants. The general 
theory is of saving, abstinence or waiting. One who 
produces wealth, if he postpones consuming it, or 
waits for a better opportunity to use it, or in other 
words saves it from his immediate use he lays the 
foundation of capital. Human nature is so consti- 
tuted that it values ‘present satisfaction more than a 
future one, and so if the future one is to be valued 
it must be sufficiently more in volume to compensate 
for its being in the future. If, therefore, a person 
postpones the use of a thing to some future time, he 
does so either because he expects to have ,a greater* 
need of it in the future, or because he expects to^ 
produce more of its kind with its help, and thus 
increase the amount of satisfaction on that future 
date. In the latter case he is producing capital, and 
he is entitled to such increased satisfaction, or to 
the wealth produced with the help of the wealth he 
has so saved. 


The advocates of the labour theory object to this 


Labour 

theory. 


right. They represent that saving, 
abstinence, waiting by themselves are 
negative acts and so are not positive 


efforts in production. Such negative acts cannot 
be said to produce anything. What happens is 


merely this. A person finds that he has an excess 
of goods which he cannot consume, and so these 
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goods or wealth accumulate, and this act is given 
the name of waiting, saving and abstinence. No one 
abstains if he really requires to use a thing. It is* 
because he can do without a thing that he saves it. 
This excessive wealth he lends to the labourer, who 
produces ^ith his labour, and then a large part of the 
produce is appropriated by the capitalist. In 
reality the whole produce is the result of labour, 
for wealth used as capital was produced by labour 
for the purpose of further helping labour itself in 
producing more. Thus capital is the result of labour 
and not of saving. 

Whether a capitalist retains an undue proportion 
of the value produced by labour with the help of 
his capital is not the point here, nor does it affect 
the question how capital itself is produced. That 
capital also is produced by labour no one will 
dispute, if it means that it is produced as other 
wealth is. But it is none-bhe-less true that from the 
wealth so produced capital has to be reserved, and 
so the act of this reservation or saving is as necess- 
ary as that of producing it. It may be true that 
generally it is saved where the saving does not 
inconvenience the person who saves, but this also 
cannot be denied that often a bonafide act of absti- 
nence, postponement of satisfaction, and self-denial 
is practised for effecting a saving. Even where no 
self-denial is practised the saved wealth is kept care- 
fully, and is not thrown-about or allowed to be 
un-cared for. Moreover if a man does not want to 
save his wealth he can invent any number of new 
ways of spending it. He does limit his expenditure 
to an amount which he considers reasonable under 
all the circumstances and one circumstance presents 
to his mind is certainly the necessity of keeping 

Econ. 5. 
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■some part of his wealth for his future needs. It can- 
not be denied, therefore, that saving is very important 
in giving rise to capital. To avoid the controversy, 
however, often the word “waiting” is used instead of 
“abstinence and saving”, as it does not suggest any 
discomfort in the reservation of wealth intended to 
be used as capital. In actual life capital is produced 
by both kinds of actions indicated by waiting and 
abstinence. 


Capital will naturally increase with an increase 
t,. „ in savings, for which certain condi- 

r ease : __ 0 f tions are necessary. Firstly there 
ital will, should be a willingness to save. If 


Conditions of 
increase : — of 
capital will, 
capacity, 
.security, 
additional gain 
and facilities 
for investment. 


there be a strong desire to consume 


additional gain in the present, there can be no saving, 
and facilities But the mere will to save is not 
for investment. su f£ c i en ^ j there must be a capacity 

to save. If the wealth acquired is just sufficient to meet 
his pressing necessities, there can be no saving. 
Further in saving a person is postponing his pre- 
sent satisfaction to a future one, and so there should 
be a reasonable probability of his having that satis- 
faction at a future time. If such probability is not 
present then he will not save. Therefore, where there 
is political agitation and uncertainty, resulting in 
.an insecurity of life, saving will not be effected. 
Savings will be larger with social peace and tran- 
•quality. The fourth condition for increasing the savings 
is a high reward. The greater the satis- 
High interest faction that is expected in the future 
savings. trom a given amount oi saving the 

greater will be the saving. This 
reward is technically termed interest. Thus the 
larger the rate of interest obtainable in the market 


■the greater will be the inducement to save, so as to 
reap the advantage of that high rate of interest, 



CAPITAL 


67 


unless the high interest is due to political insecurity. 
.Some-times it may happen that a higher rate of 
interest may decrease savings and a lower rate may 
increase them. This happens in the 
An exception. case of a person who proposes to 
leave a certain annual income for 
his sons. If the rate is high that income will be 
derived from a smaller sum than it will be when the 
rate is low. Suppose a man wants to leave an income 
of one thousand rupees per annum. Then if the 
rate of interest is 5 °/ 0 the capital required will be 
its. 20,000/-. But if the rate is 4°/ 0 the capital 
should be Its. 25,000 /- to give the same income, and 
,so he will save more with lower interest. This is, 
however, an exceptional case. Generally a high 

rate of interest will induce increased savings. 
■Capital tends to increase also with the development 
of investing facilities such as banking, because banks 
provide an easy means of reaping the return from 
the capital which may otherwise be difficult for an 
individual ; often banks induce petty savings by offer- 
ing interest on small amounts also, and thus im- 
mensely increase the total capital by pro- 

ducing numerous small amounts of saved capital and 
‘collecting them together. Capital is saved not merely 
to make provision for future for one’s own self 
or for children, but very often because the posses- 
sion of wealth commands respect and influence ; with 
;such a motive the rate of interest often becomes im- 
material. 

Capital is the result of saving, but what is that 
. . which gives it its productive power, 
of r capitaL lt7 and how does it help in producing 
more ; does it really produce anything 
*or labour is the real producer. All these questions will 
he very easily understood by taking a very brdinaiy 
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example. Suppose a person goes to a mango grove- 
He will be able to pluck a few mangoes on the lower 
branches directly with his hand, but he cannot get 
many mangoes in this way. He then adopts another 
method. He takes up stones from the ground and 
fells mangoes with the help of those stones, Jo u:^ with 
this also the success is not very great. ThehNjye 
hits upon another device. He gets hold of a long 
stick or pole and is able to fell many more mangoes. 
The use of the pole has made a distinct addition to 
his stock of the fruit. In all this it has been sup- 
posed that the tree is not easy to climb. In any 
case it shows how the possession of an instrument, 
increases the productive power of labour. In the 
above description we can distinguish between two 
methods of work, direct and indirect, 
direct" an ^ method. When the person tries to 

method. pluck mangoes he is working in the 

direct method, or is producing directly 
w r ith his labour, applying it to the production of the 
article desired without, diverting it to the production 
of any other object before that of the desired one. 
But when he tries to get a pole he postpones his. 
plucking mangoes and spends some time in getting 
a pole or cutting a long stick from some tree ; and 
when it is ready he again sets himself to the old 
work with the help of the pole he has produced in 
the mean while ; and the production or collection of 
the fruit is so great as not merely to compensate him 
for the time lost in making the pole but gives much 
more in excess, and increases his power of plucking 
mangoes for all subsequent times so long as he 
retains that pole. This method of work, of first mak- 
ing the pole and then plucking mangoes * is called 
the indirect or round-about method of work. We find 
therefore, that a round about method is more product- 
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ive, ; but all round-about methods are not so produc- 
tive. If the person wanders about the grove 
without making a pole or stick his time and labour 
is of no use. Round-about method is productive 
only wlysn properly directed, and the more well 
thought out method it is the greater will be its 
productivity. This increased productivity of the 
indirect or round-about method is due in part to 
the additional labour spent in the intermediate work, 
but in a very great part to the direction given to 
that work by mental ingenuity. Any invention is 
the result of long experiments, but once made, it 
increases the productive powder for all time. This 
is the real source of the productivity of capital, and 
in all these operations the element of waiting and 
saving is present. The intermediate process could 
not have been performed if the mango eater had 
not been willing to wait. Some poles might have 
been cut at some previous time for use, and if 
any pole be remaining from them, or is saved from 
that use, then it would very well serve the purpose. 
It is true that any invention of an instrument of 
production is the direct result of physical and men- 
tal labour but the already saved wealth supports the 
experimenter in the interval, and is as necessary to 
enable the invention to be produced as his labour is. 
Thus capital depends for its productivity not only, 
on the direction of the mental labour employed in 
producing it, but also on the waiting which permits 
of the application of this mental labour. This 
productivity remains potential so long as labour does 
not use this capital in any process of production, 
and when it is so used the quantity of produce is 
decidedly increased, proving that the whole of the 
produce is not due merely to the work of the labourer. 
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but is also due to the person who gave some wealth 
the form of capital by abstinence. 

. The productive power of different forms of 
capital varies with their specialisation. 
Efficiency of The more complicated the form, the 

creases by better adapted it is likely to be for 

specialisation, delicate operations, and the greater 
will be its power of production. 
Crude instruments are not so efficient as well design- 
ed machines are. But mere complication does not 
impart this productive power, it is the design of the 
machine and the ingenuity of the maker which 
makes it possible to be so productive. It requires 
greater skill, labour and time than an ordinany tool. 
The method is moie round-about than that of a simple 
implement and the productivity also is increased. 

From the above discussion it must have become 


. . _ clear that capital is artificially produced 
Artificial tl6S as °PP ose( l to land and labour. In 
reality there are artificial elements' 
in land and labour also, while there are natural 
ones in capital, and so all that is meant is the. 
predominance of a particular aspect. Thus any 
labourer is not exactly what he was when he was. 
born. His natural capacities are not quite such as. 
they would have been if no artificial forces had 
worked upon them. His life in society, his educa- 
tion, his training all change his capacity for labour 
and make him more efficient in particular things. 
Similarly in the case of land human agency has done 
so much work upon it by way of improvements,, 
clearings, drainage, and irrigation that it is not in 
its old natural condition. On the other hand in 


capital there are natural elements. Indeed the*, 
whole material of capital from the unshaped stone, 
used for felling mangoes to the complicated machine 
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is a product of nature, but that product of nature 
has been used in a particular way or put in a parti- 
cular shape by the skill of man. The influence of 
this artificial manipulation is not so great in land or 
labour, bu^in capital the natural materials may be used 
to serve any purpose and in any way and may be 
put in any shape, which human ingenuity may desire 
and devise. Capital does not complain as it is a 
passive non-living agent. 

Although the artificial production of capital 
in ' depends upon materials available, but 
creased! in ~ for practical purposes such supply is 
inexhaustible and capital may be 
increased to any extent. Moreover, another fact 
makes this quality of capital even more striking. 
If the supply of a particular material used in making 
an instrument is exhausted man will find out some 
other method of making an equally efficient-instru- 
ment. Thus the skill of man makes it capable of 
being increased to any extent. This is not the case 
in land, the supply of which is strictly limited and the 
production from which depends to a very great 
extent on natural elements. 

The third great peculiarity is its great mobility. 

It suffers neither from the immobility 
0 1 lty ‘ of land, nor from the psychological 
characteristics and social influences which restrict the 
mobility of labour. It may be packed off to any 
place and may be used in any work. The only con- 
dition necessary is that there should be political security 
in the place of its employment, so that the owner 
may get his return safely. It should be noticed that 
this condition of security is necessary for the sake 
of the owner and not for that of capital itself. So 
far as the non-living capital is concerned it is imma- 
terial where it- is used, it will begin to produce the 
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moment it is used by labour for the purpose. So in 
theory capital is perfectly mobile, though in practice 
there are certain conditions necessary for its move- 
ment which we shall shortly consider. 

A fourth peculiarity is its imperishability. It is 

T . - _ _ not so indestructible as land is, but in 
Imperishable. • -xi i i i • i 

1 comparison with labour, which, we 

have seen, is perishable, it is much more so. 
Capital can be stored and kept for any length of 
time. The very fact of saving indicates this capacity 
for being kept for a long time, else it. could not have 
been saved. Further, this quality makes the produc- 
tivity of capital capable of being utilized in numerous 
processes of production, and that is why it does not 
only compensate for the additional labour of the 
roundabout method but increases the productivity 
for a long time after. But all capital is not equally 
durable. Thus seed used for cultivation is not so 
indestructible as a plough is. If left for a long time 
the seed may become rotten. But the essential 
quality of being kept for some time at least must be 
present in all the forms of capital for then alone it 
can be the subject of saving. 

The capitalise is often attacked for deriving an 
income without doing any work. In 
of Capital! ^ producing capital somebody laboured 
as he laboured in producing other 
wealth, and then the producer eomsumed some wealth, 
and saved the rest. The latter part became capital ; 
and he has a good right to use this saved wealth at 
any other time he pleases and in whatever way he 
likes. If another person desires to use it the owner is 
entitled to ask something in return for the permission, 
for by granting such permission he is further postoning 
his own consumption of the wealth previously saved. 
The right of the capitalist is not good only upon these 
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.grounds of law and custom, but on other social 
grounds as well. His act of saving and creating 
capital benefits not only him but also the society 
in general. The use of capital increases the 
* production of wealthy and taking 

Increase of the society as a whole it increases 

and national national income, or the increase in the 
income. wealth of the nation is greater than it 

would have been if there were no 
capital. When the whole national wealth is increased 
naturally the shares of the different members of the 
nation also will be increased. It is not true to say 
that the labourer will not benefit from it. Supposing 
a person employs a labourer to do a work, then 
he supplies an instrument to the labourer to work 
with, thereby increasing the productivity of the 
labourer. The capitalist will then have a larger 
margin to pay the labourer, and would be willing 
to pay more wages rather than lose the labourer and 
stop his production altogether. The labourer cannot 
remain unaffected by the general progress of society ; 
will naturally get more and his standard of life 
will advance. 


Another advantage to society from the increase 
of capital is that capital enables 
undertaken. huge works to be undertaken, which 
would have been beyond the capa- 
'cities of unaided labourer. The huge railroads, 
■the giant bridges, the great ships are some of the 
•examples. Without capital, probably, we all would 
have been naked, savages or would have wandered 
forth with clothes of leaves. A bridge on a river is 
used by the rich and the poor alike. Increase of 
■capital has benefitted all classes of persons. In- 
deed the very progress of civilisation is in a great 
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Progress of 
civilisation. 


degree due to increase o£ capital. 
It is true that the progress of civili- 
sation is a result of the develop- 
ment of the mind. This development of the mind is 
the cause of the adoption of roundabout, methods, 
of production and the creation of capital. The 
created capital in its burn helps the mind to make 
further attempts at inventions. Moreover when 
increased production satisfies the human wants 
easily, the attention is naturally turned to improv- 
ing the quality and beauty of the things used, 
and this development of the aesthetic faculties 
necessarily civilizes the mind, it makes a man out. 
of a brute. The advance of civilisation from the 
early savage condition has been possible mainly 
through this excess of production, caused by the 
use of capital, providing a reserve, and so an oppor- 
tunity of devoting our energies to the arts and 
sciences, and the effect of this general progress, 
does not remain confined to any particular class,, 
but spreads over the whole community. 

We now know what is capital and why it is* 
productive. Capital proper or that wealth which is 
used for producing further utilities is * 
also called instrumental or auxiliary^ 
capital to distinguish it from other- 
kinds, because it is used as an auxili- 
ary to labour. We have seen that the 
definition that capital is that which earns income is; 
wrong. But at the same time it appeared to be* 
capital for the individual as it brought him income, 
and so such capital which earns income without 
really helping production is called “revenue or- 
lucrative capital”. Properly speaking 
it is not capital at all, it is called 
capital by courtesy, as ‘it has got the-. 


Kinds of capi- 
tal. Instru- 
mental or 
Auxiliary, 


Bevenue or 
Lucrative, 
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characteristic of capital so far as the individual 
is concerned, and in common parlance it is included 
in an inventory of the individual's capital. Thus a 
house which is rented to a person who uses it for 
residential purposes is lucrative capital to the owner 
who gets the rent. It is wealth to the rentee who 
uses it for satisfying his want of shelter. It cannot 
be said that the living in the house makes the person 
fit to produce wealth in the workshop as it frees him 
from the anxiety of shelter and so it indirectly helps 
in production. From this point of view nearly 
all wealth will become capital, as the satisfaction of 
all wants, which are not immoral makes a man. 
better able to apply himself to production. The food' 
he eats will also become capital ; then there will be 
little difference between wealth and capital. And so* 
capital proper is only that which is directly employ- 
ed in a process of production of further wealth or 
further utilities. 

Similar is the case with the terms “trade capital,, 
consumption capital, remuneratory or 
wage capital, working capital, and 1 
representative capital.” They are not 
forms of capital proper, but are called 
capital in ordinary language. Thus, 
in trade capital the stock in trade also • 
is included, but we have shown that, 
the stock in trade cannot be capital unless it is used 
for further production as, wheat may be used for 1 
seed. Similarly the money used in providing goods; 
for the consumption of the labourers during the. 
process of production may be called consumption 
capital as it enables the labourers to do work and f 
wait for the return of that work to be obtained, but. 
it is not really capital, as it is used for the satisfaction 
of the wants of the labourers and not for the produc- 


Trade, con- 
sumption 
working, re- 
presentative, 
loanable, and 
personal 
capital 
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iiun of further wealth. It is true that the satisfac- 
i ioti ot the wants of the labourers also is very im- 
portant, and it enables the workers to do better work, 
but this would not make the goods consumed capital. 
•Similarly renmneratory or wage capital i» that money 
which is iised by an employer to pay wages before 
ho himself is able to recoup his funds from the sale 
of the articles produced. Working capital is the 
name given to the money which an industrialist 
keeps ready for current expenses of his industry. 
Examples of representative capital are stocks of 
companies, as they represent the holder’s share 
hi the actual capital of the company. Other kinds 
of stick capital by courtesy are “loanable capital” 
meaning the fund available with the banks for being 
lent for productive purposes, and “personal capital” 
which is used to indicate the personal capacities and 
•skill possessed by a person which enable him to 
earn an income. In reality such capacities cannot 
be capital when they cannot be even wealth. 

There are, however, several classess of capital 
T . . , proper. The first distinction is of live 

■cap ft at ea an d dead capital. It has been ex- 

plained above that animals are includ- 
ed in capital. Such capital is called live capital, 
while all other capital is dead capital. Both are 
passive agents of production. They produce only 
when used by man, and so the fact of animals being 
living does not make any difference in their import- 
ance as factors of production. The animals may be 
taken anywhere and may be used in any work. They 
have no psychological or social hinderances. 

Another very important distinction is that of 


Fixed and 
■circulating 
capital. 


fixed and circulating capital. Fixed 
capital is that which can he used in 
several processes of production at di- 
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fferent times, while circulating capital is that, 
which is exhausted in one process of production. 
Thus in a weaving mill cotton thread used for- 
weaving cloth is circulating capital, as it is used 
up in the cloth, it cannot be again used for the 
same purpose, while the machinery is fixed capital, as 
it may go on producing cloth after cloth. The greater 
or smaller durability of fixed capital is determined 
by two factors, the amount of labour used and the 
foresight with which that labour is directed. The 
more durable things are generally produced with 
greater labour, and one should be able to forsee the- 
needs of the future to be able to make an instru- 
ment which may be capable of profitable production 
for a long time. Indeed sometimes it may be rather 
unwise to make excessively durable machines because 
in the meantime better models may be made, and as 
a good deal of capital and labour is employed in 
producing a durable thing it may be lost if it be- 
comes out-of-date very soon. No industry which 
uses out-of-date machinery can compete with one 
which uses up-to-date machines. 

Another distinction is that of private and social 
capital ; private capital is possessed by 

national and a P r * vate persons, or person as a fac- 

private capital, tory, while social or national capital 
is possessed by the society as a whole,, 
such as state railways, roads, bridges, which are used 
providing income to the state and at the same 
time in helping national industry and trade in. 
the production of further wealth or utilities. 

Besides these classes the terms free, floating; 

or fluid capital, are also used for money 
P-e, floating, fuel or other unspecialised capital 
unspecialised which can be used in any form of' 

capital. industry. Money represents a claim or 

power to purchase capital proper and. 
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it can purchase capital of any kind. As it can 
be used to help in any kind of production it is 
called fluid, free or floating capital or capital which 
is not fixed in any particular branch of industry. 
In the case of fixed capital it is not always easy to 
change its form and use it in any other kind of 
production, but as fluid capital has got no parti- 
cular form this difficulty does not exist in its case. 

If the fluid capital is used up in 
Sunk or spe- producing a fixed capital its from is 
capital changed, and it no more remains fluid, 

" but it is said to be sunk or specia- 

lised capital. The larger the proportion of fluid 
to sunk capital in a country the more adaptable 
will be its industrial life as it can easily adopt any 
profitable industry. 

Theoretically capital is perfectly mobile, but in 
practice it is so only under certain 
capital 7 ° f conditions, and they are chiefly two. 

One is that the communications must 
be good so as to allow of free mobility, and the other 

■ condition is that there should be political security in 
the place where capital is used. For if there is no 
such security the capitalist will not invest his capital 
in that place, for then there will be a danger 
of his losing it. The development of communi- 
. cations has knit the whole world close, _ and has 

■ enabled enterprising capitalists to invest in distant 
lands. This investment in foreign countries has on 
the one hand increased the chances _ of political 
security, as other countries also become interested in 
the maintenance of stable conditions in another 

■ country, and so would try to avoid war. On the 
■other hand it has introduced a new method of 

■ exploitation of others, and so of rivalry between the 

■ different nations to get the gains. Moreover the 



CAPITAL 


79 


‘increasing industrialism has created class conflicts 
between labour and capital, and has added another 
. source of agitation — economic — to the already exist- 
ing religious and political ones. The above two 
conditions existing, the rate of mobility 
interest. is increased by the expectation of a 

higher reward in the other places. 

* The higher the reward the sooner will the capital 
move. Another point that we have to remember is 
that mobility is different for different kinds of capi- 
tal. Thus fluid capital is most mobile. It may be 

sent anywhere and in a short time, 
Mobility diffe- but it is not so in the case of fixed 
rent ^kinds of capital. The greater bulk of fixed 
capital. capital increases the difficulty of mov- 

ing it. Moreover the form of any 
particular fixed capital suitable for the methods of 
production in one place may not be quite so suitable 
at another, or the labour which has got the technical 
skill to work it may not be available at the other 
place. In such a case it will not move to that place 
even though the reward obtainable there is higher. 
In moving from one use to another fluid capital is 
free. Money invested in a particular trade may be 
reinvested in another. But it is not so easy to 

* change the use of fixed capital, as it has been 
« designed for a particular purpose only, and in using 
it for any other purpose its efficiency may not be 
;so great. 
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Organisation and enterprise. 


We have seen that in processes of production 


It increases 
production. 


which depend upon the natural ele- 
ments the law of diminishing returns 
acts, while in those which depend 


upon the human brain the law of increasing returns 


predominates, as the intellect of man devises ways to 


overcome difficulties and invent new methods for in- 


creasing production. He makes a little change in the 
organisation of labour and capital, and the produce 
becomes greater than before. It is this capacity 
which has made the immense development of the 
industrial world possible. The better the organi- 
sation the greater is the production. Some kind of 
organisation is necessary for all production, for if 
capital and labour do not come into proper relations 
they cannot work at all ; without suitable labour the 
best form of capital will be useless, while the most 
skilled labour will be inefficient without proper ins- 
truments. If there is a waste of any of the factors 
of production used in the process the cost of produc- 
tion will be great, and production will be handi- 
capped by its expensiveness. A proper organi- 
sation avoids this waste, and increases the proportion 
of the produce per unit of the cost of production. 
Organisation, therefore, does increase the production 
of wealth and so may be considered as a factor 
of production. The better the organisation, as said, 
above, the greater will be the produce. 
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pable but is a 
state of facts. 


But it is not material like the other factors of 
production, nor living like labour. It 
It is not pal- is neither living nor dead. It is not a 
palpable thing. It is a mere state of 
facts, but this state of facts is conducive, 
to the increase of wealth. Organisation is impersonal. 
It remains where the organisation is effected, and may 
be moved or produced where the organisers go and 
work. But it has one characteristic. It is capable 
of practically infinite development of forms of increas- 
ing efficiency. 

But this organisation, though a result of human 
ingenuity and labour, is not that labour 
But it is not itself. Organisation is distinct from 
lafourf organising labour of the organiser or the 
manager. The former is a state of 
facts while the latter is human labour. Capital also is a 
result of human labour and waiting, but is not identi- 
fied with that labour or act of waiting. 

Heither is organisation the enterprise of the 
entrepreneur who undertakes the risks- 
of the business. He takes the respon- 
sibility of the whole work and tries, 
to arrange the work so that it may 
prove profitable. In case of success he 
gets profits; this success, however, de- 
pends* upon the quality of organisation he is able to 
set up, upon the accuracy of his calculations. The 
organiser and the manager is paid his special wages*, 
for his special labour, and the entrepreneur gets his. 
profits for taking up the risks of the business, and 
producing a particularly effective organisation. The. 
modern joint-stock company affords a good illustra- 
tion. The real organisers are the managing agents,, 
but the persons who undertake risks are the share- 
holders. They supervise the organisation through. 

Econ. 6 


Nor is it the 
enterprise of 
the entrepre- 
neur but is the 
expression of 
enterprise. 
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their representatives, the directors. The managing 
agents get for their labour a remuneration the rate of 
which is previously settled, while the shareholders get 
a dividend varying with the condition of the business 
i. <?. a return for risks, or profits. Tlieir share in produc- 
ing the organisation consists in agreeing to take 
work from the particular managing agents. If they 
make a mistake in this, they lose : if the selection is 
proper, th ey gain. They get those profits if the organisa- 
tion is able to increase production in comparison with 
other forms of organisations. Then it is a success. 
If on the other hand that particular organisation 
produces as much as other organisations do, then its 
rate of profits also is the same, while if it, produces less,* 
or is, in other words, not a success, but is -inefficient, 
then it brings no profits. Thus the profits are a return 
for the risks undertaken obtained through the efficiency 
of the organisation increasing the nation- 
Are organise al production. The actual organiser may 

enterprise se- 1)6 a «ervant, ma T Us wages, but 
parate factors? the pei’son who is ultimately responsi- 
ble for the selection of this organiser, 


for the provision of the necessary capital and other 
things is the entrepreneur; so the organisation is, after 
all a result of his care and anxiety to minimise the risks 
of the business. Often organisation and enterprise are 
considered as separate factors of production,. which 
thus become five. But this would be like separating 
-the labour and' the labourer. Like labour what helps 
production is the actual organisation. The entrepreneur 
is the person who brings about the organisation. He 
o-els the returns, profits, just as tho labourer gets the 
returns for labour i. e. wages. . 

The reason why organisation and enterprise are 
separated into two factors appears to 
Tho reason p that the two functions of organis- 

of separation. ’ 


ing and undertaking tlio risks may 
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apparently be performed by different persons. _ The 
separation of functions suggests a distinction of the 
two factors. On analysing the work of organisation 
two elements may be distinguished. One is the work 
which can be done bv a paid organiser, 
hi 'or o' tun- 8 11 * S Tlie other element ‘is i lie effect pro- 

satioru (luced by the anxiety of tlie entrepre- 

neur to see that the organisation is in 
competent hands, and is being set up in an efficient 
form. Many organisers like to take service under 
entrepreneurs rather than undertake the responsibility 
of the whole business themselves. Even in Those 


cases in which paid organisers arc employed "the 
undertaker cannot divest himself of responsibility 
altogether. His authority remains supreme. He still 
"Work of guides the broad policy. The .work 

organisation of the paid organiser is not a new 


is no new 
factor. 


factor of production. It is a kind* of 
skilled intellectual labour,' and is 


governed by the same laws as labour. So far as this 
part of the work increases production, it is due to 
labour, acting as an agent of production ; on the 


Tlie second 
element is 
inseparable 
from enter- 
prise. 


other hand the second part of the 
work, the influence exerted by the 
anxiety of the entrepreneur, can never 
be separated from enterprise. Where- 
soever is the responsibility of tlie 


business there will be the constant anxiety to make 


it profitable ; and this anxiety will always exert its 
influence on the form of organisation. This is the 
influence which counts materially in increasing or 


decreasing the profits. If the paid organiser is hot 
given a fixed salary, but his remuneration varies 
with the profits, then he shares the risks, 1 hnd his 
work is not purely intellectual/* labour, but is also 
that of the entrepreneur. He feels the same anxiety, 
which brings all his powers into play. He is not 
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now merely a paid servant with set method of work. 
We find, therefore, that this part of organisation can 
not be separated from enterprise. It is the expression 
of enterprise. This is also proved by the fact that 
even where organisation and enterprise 
factoi? Urn-are are n0 ^ differentiated, the whole return 
is taken as one profit, excepting that 
wages of organising, or the remuneration of the 
actual labour that the entrepreneur may have per- 
formed in organising, are deducted to find the return 
for enterprise i . e. profits. These wages do not point 
to any new factor. And the return for enterprise is 
the extra income created by the daring foresight of 
the entrepreneur by putting up a carefully planned 
business organisation. This anxious and careful 
planning will always be associated with enterprise, 
and with enterprise alone. 

Every process of production has some form in 
which land, labour and capital combine 
Organisation and there must always be some persoix 
necessary^for 6 w ^ 10 undertakes the risk and deter- 
all production, mines this form. The functions of 
entrepreneur, labourer and capitalist 
may all be combined in one person or may be per- 
formed by different persons, but the function of the- 
entrepreneur must be performed to make production 
possible. In producing by the direct method capital 
may be dispensed with, but the labourer undertakes- 
the risk of his labour proving to be useless, and 
determines the way in which he should work upon 
natural things, so as to increase the chances of his. 
success to the utmost. In that simple form this com- 
bination of his labour and natural agents is organisa- 
tion which has been put up by him as his own 
entrepreneur. With increasing complexity of work 
the form of organisation becomes increasingly 
complicated, and these various forms of organisation 
we shall study in the section of methods of production- 



CHAPTER VII 


Motive Power. 

Land and capital are non-living and so require 
to be worked upon to produce wealth. They become 
highly productive when used by a labourer. Land 
may produce fruits even without human labour, but 
the produce will not be very great, while capital 
cannot produce anything at all without the help of 
labour. Labour is the active agent, the agent which 
moves and manipulates things and brings them into 
•a proper relation to produce further wealth. So the 
main motive power is that of labour, and we have 
discussed the considerations to be kept in mind in 
•estimating the labour power of a country, as also 
the conditions which tend to increase or decrease 
the population. Here we propose to examine the 
hind of country in which the population tends to 
concentrate. As a rule population gravitates towards 
tracts of fertile land where the 
Population is means of subsistence are plentiful and 
arif secure 131 ° are easily obtained. But mere fer- 
tracts. tilitv is not enough, it must also be 

safe from external attacks. Popu- 
lation will be scarce in a place which is a sandy 
desert, or is rocky and mountainous, and so does 
not yield enough for a large population. It will 
not be very large where it is open to attacks, 
or if it does concentrate there it will be either 
very hardy to keep itself safe or will be under 
the domination of others. * We find in India that 
population is largest in G-angetic plains which are 
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protected by high mountains and enclose one of 
the most fertile tracts in the country, while it is 
very scarce in sandy Rajputana or acrid Beluchistam 
The country should have- a good climate and 
should not be subject to <the rigours 
Good climate 0 f extreme cold, nor should be marshy 
cations or extremely hot. Sometimes, how- 

necessary. ever, great fertility makes the popu- 

lation thick inspite of a bad climate. 
Another condition of a large population is good 
communications. It has been observed that in new 
countries the immigrants settle either near hills where 
they may be safe from attacks, or near river banks where 
communications might be easy. Most of the big cities 
of the Gangetic plain are situated on the banks of’ 
the Ganges and other rivers. Population is naturally 
not large in dense jungles or impassable mountains. 
For the major portion of the history of man-kind 

~ ^ „ agriculture has' been the mainstay of 

Growth of i t • 

• cities in old humanity, and even now agriculture is 

•days due to _ the occupation of by far the majority 
political, .mili- 0 £ the human race. So in the past the 
' ous causes. village system or lite m the country 

‘ ’ 1 near the fields has been the rule and 

•that of cities the exception. The main causes that 
'have in the past determined the growth of cities are 
either religious sentiments attached to a particular- 
place establishing it as a pilgrimage, or political or 
military causes determining a place to be the capital 
'of a prince or chief or as a military station. In such 
places merchants and artisans flock to supply the 

• needs of the pilgrims, or of the prince’s court or of 

• the military stationed there and form . a permanent' 

. population. ’ In capitals royal patronage assembles. 

the best artists and artisans and makes • the place a. 
centre of the finest productions of the land. In 
modem days two other causes have led to the deve- 



MOTIVE POWER 


87 


Health resorts. 


In modern 
days indus- 
trial causes® 
predominate. 


Trade centres. 


lopment ‘of new cities. One is the 
founding of health resorts on the 
seashore or hi the mountains. Nainital and Mussoorie 
are examples. Another cause has been 
the industrial revolution. Now the 
population tends to gravitate towards 
those places where • industries are 
established, as the inhabitants can find sufficient 
work there. In Europe many new towns have 
developed owing to industrial causes. In India also 
Oawnpore and Jamshedpur are examples of this 
tendency. In old days places of special importance 
for trade and commerce developed into towns at the 
sea ports or in the places of central 
markets. This used to be mostly on 
the river banks or seashore which were easy to 
communicate with. Now such centres develop at the 
ports or at the centres of railroads. And such places 
tend to be not only centres for trade and commerce 
but also for industry. Delhi, Bombay, Calcutta,, 
Karachi are towns of this character. 

Other forms of power are non-living and so they 
can not work a process of production of themselves, 
but have to be worked by man. They are only 
auxiliaries to man. Although they require to be set 
in motion by man, but when once moved they can 
do that work which would be physically 
impossible for mail. The reason is 
that man being living he feels the 
exhaustion of hard work. Moreover, he is a natural 
being and so cannot* be moulded artificially. His 
powers to a great extent are determined by ‘nature, 
while in the case of machines they can be made of 
different designs and degrees of power. The chief 
of these physical powers are those of steam, electricity 
and gas t Eor producing steam-power, fire produced by 
coal heats water forming steam, which fills a receiver 


. Non-living 
powers. 
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&nd forces out a cylinder. To this cylinder is attached 


Coal and steam. 


a wheel which moves as the cylinder 
goes in and out. This wheel is attached 


do various other wheels of the different machines 


with straps and thus all the wheels are moved and 
the machines begin to work. This is the power which 
is most used in the different industries, railroads and 
ships, so much so that a country which has extensive 
•coalfields has a great influence in the industrial world. 
Coal and iron are the two prime necessities of modem 
industrial life. Coal for fuel to make steam, and 

Electricity iron ma ^° machines. Now at 
places electricity is displacing steam, 
but electricity is cheap when produced from a water- 
fall. When water falls from a great height, it 
•develops a great momentum and works a dynamo 
which generates electricity, which is carried by wires 
to light lamps, to drive fans or even to work mills. 
JBut this can help more near about the waterfalls. In 
the mountains huge lakes are formed by damming 
valleys and then this water is released to do the work. 
Coal on the other hand can be transported any where. 
Electricity may be generated with the help of a 
motor dynamo also or a dynamo may be worked with 
steam. In this form it is used to provide light and 
run tramways at places distant from mountains and 
waterfalls. 


Another soure of power which admits of trans- 
portation is oil. It is even more con- 
Oil. venient than coal as it is not so bulky 

nor does it require huge boilers to 
make steam. It produces gas by its combustion 
and the gas works the machine. It is used in motor 
•cars in which the use of coal to generate steam would 
have been very inconvenient. Motor engines are used 
•on aero-planes. Oil is not so cheap as steam or 
electric power is, and so is not in so great a use for 
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industrial purposes. It has, however, developed 
immensely the transport industry by the introduction 
of the motor. Another form of power 
Water. was used in old days, and that was the 

use of water directly to work a machine ; flour mills 
were often? worked in this way. The water with all 
its force of the fall fell in a specially made chamber 
on the edges of a wheel moving it in its fall. This 
wheel connected with others moved them and worked 
the machine. But this use is now falling off as it 
is not so handy and productive as steam is. It can 
be used only for petty works. Now the importance 
of water power is increasing only in connection with 
the production of electricity. In other fields the 
coal and the oil hold the mastery. The increasing 
importance of electricity does promise to dispute this 
mastery with coal, but at present the handiness and 
•cheapness of coal holds the sway. 



CHAPTER VIII 


Methods of Production. Pre-Factory «stag-e. 

Having discussed the factors of production and 
the power of moving them in a process of production 
we have now to consider the various forms in 
which production is organised. The first step in the 
c . , development of the method of pro- 

individuals. auction .would be an individual pro- 
ducing everything for himself, being 
his own hunter, his own cook and everything himself. 
But such a stage, if it ever occurred in human history, 
must have been in prehistoric times. Actually we 
find man a member of society, and even in savage 
society there is some rudimentary division of labour, 
both in the society and in the family. So the first 
traceable step is that of a family producing every- 
thing necessary to satisfy all its wants. 
Economy, The ^ovk may be divided internally 
between the different members of the 
family but there is no specialisation of different kinds 
of production in different families. From such a 
state of things a specialisation by families in the 
same village could easily arise in course of time. 
Supposing there are families A, B, C, in a village K. 
Each one of them is self-sufficient. But this does 
not mean that all the three would be quite equally 
skilful in all branches of production. Supposing A 
chances to be more skilful in making mats. Some- 
time members of the families B and 0 chance to see 
those mats and are struck with their superiority 
to their own. They might express this liking and 
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may 'after sometime even take mats from A and give 
to A anything produced by them. The A people 
may refuse at the time, but later they also may 
happen to like some other thing produced by B or 0, 
say tools and stools. Then as all the parties like the 
goods of each other an exchange may be arranged. 
Gradually this may become known in the whole 
village ; in course of time other families also might 
desire to be included in the exchange and the 
custom of exchange may be religiously sanctioned 
by the priest. Then the production of mats, tools 
and furniture will tend to be concentrated in A, B, C, 
These families will produce these things in greater 
quantities to meet the growing demand, and will get 
tHeir . own necessities in exchange. This increased 
production of these things will give them greater 
practice, will increase their skill and improve their 
Villa o-e .product. Now a village economy is 

Economy. developed ; the various families are 

not separate and self-sufficient units 
but are dependent upon each other and specialise in 
different branches of production of wealth and services. 

From this stage the next stage would be introduced 
probably by the visit of an inhabitant 
Development of 'another village H to our village K. 

markets. He finds in* K different things being 

produced and likes them ; he may 
propose to take them and give something from his 
own stock in exchange. Increased intercourse 
between H and K may at last lead to the consumma- 
tion of this wish and an economic intercourse 
may be established between the two villages. Gra- 
dually other villages may enter the system and a 
specialisation by villages may follow. Gradually a 
market in some central locality may be established 
to make it easy for the producers and purchasers 
of different villages to come together without any 
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great trouble. The fame, influence and sphere of 
these markets may extend gradually. 

The extension of the markets will give greater 
scope for the work of artisans and 
amf Gtdld ^ ^ e i r numbers and skill will increase, 

system. Some of these artisans, probably the 

best, will be attracted to the cities 
formed at the capitals of the princes, or some may 
settle down at places where central markets are 
established so as to have an advantage in selling 
their goods and adopting suggestions from others. 
Such causes may lead to the collection of many 
artisans of one kind in a city, and they may form 
themselves into an organisation, the guild. In the 
■ cities the life is likely to be more advanced and 
varied, and the artisans are likely to develop higher 

• skill under the patronage of the rich people. The 
fame of the city’s production is likely to spread far 
and wide, and new artisans may like to be admitted 
to the privilege of living and working in these con- 

• ditions. But where there was a guild they had to 
apply to the guild, as the guild regulated the number 

• of producers in its trade as well as the standard of 
their work. The guild was very jealous of the repu- 
tation of its profession and did not easily admit new 
men. The training of its youngmen was provided 
by a system of apprentices and journeymen attached 
to the master artisan. The journeymen helped in 
, selling the products in the various markets of the 

country. These apprentices and jour- 
men. Cmrney " neymen were not merely paid labour- 
ers. They were treated as members 

• of the master’s family and could aspire to be the 

• partners of their teacher and master ultimately. 
These guilds later developed into powerful corpora- 
tions and often purchased their freedom from the 
reigning king by giving him a price when he was 



MOTIVE POWER 


93 » 


in want of funds. The freedom meant their right to * 
manage their municipal affairs themselves, and this- 
tradition is still preserved in the ceremony of conferr- 
ing the freedom of a city on a notable person in 
England. At this stage, therefore, we find produc- 
tion highly developed, with central markets and a 
system of journeymen introducing their goods in 
various places like the travelling agents of the pre- 
sent day. 

In course of time a class of regular merchants- 
r developed who made it their business 
tem^and S the deal ^he produce of the different . 
merchant markets. They visited distant places - 

c l ass - and gave to the home producers hints 

about the kind of thing most wanted in the other* 
places. These merchants purchased the work of the 
artisans from different villages and sold them in 
central markets. Gradually they began to give com- 
missions to these artisans, and then collected the- 
work and paid the contracted price. Even at this-* 
stage the producer worked at home, and although 
he produced for the merchant employer, but 
was not a paid labourer. He only sold his\ 
product to the merchant instead of the consumer. 
This is called, therefore, the “domestic system” to- 
distinguish it from the factory system to which it 
directly leads. It may have sometimes happened 
that in giving some commission to execute some 
work to an artisan there might have arisen some 
difficulty about finding some tools not available in 
the locality, and this may have given rise to a. 
custom of the merchant employer supplying tools. 
The next step is naturally the factory system. 

The general characteristics of this stage of pro- 
duction were that, unlike the factory 
of 1 Pr^-f act ory S s y s ^ em ? the artisan worked at home- 
system. . Secondly he was not a paid labourer,,. 
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but was bis own master. He produced for the 
merchant employer not as a servant but as a 
kind of contractor, or he produced for the 
consumer directly. Those who wanted his goods 
came to him in the village or in the market and 
purchased them. He was his own entrepreneur, 
capitalist, manager, landlord and labourer, and under- 
took the risks of business' himself. In the last 
stage of the domestic system, he does no doubt pro- 
duce for an intermediate merchant, but still a large 
proportion of his goods were taken by the consu- 
mers directly. This enabled him to regulate his 
production according to the demand. In the cities 
where there were a large number of artisans of one 
kind the guild regulated the production according 
to the needs of the market. A fourth great charac- 
teristic of this stage was that there was no competition 
with machine-made goods, which has now made the 
position of a home-producer or an artisan working at 
home impossible in those industries in which machines 
turn out well finished cheap products in heaps. 

The great advantages of this stage of production 
are a healthy family life, an indepen- 
^eimrai agey ~” dent anc * self-respecting life and the 
retention of initiative. He gave to 
his work a degree of personal attention which it is 
impossible for an entrepreneur of a modern business 
to do. He had his eye on ’ every detail and his 
fingers were more delicately responsive in their 
movements than inanimate machines can be, and 
, so his work was often more delicate and finely 
finished than the standardised product of the 
machine. 

It has been explained that labour is at once a 
factor of production and also the object for "whose 
satisfaction production is undertake^, and so a 
.system of production wllicK ignores-. his welfare is 
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scientifically defective. In the modern daj T s labour- 
ers are 'lodged in barracks and they all -work in 
factories where even female and child labour is 
utilized. This does not allow a healthy family 
life. There is little opportunity for the develop- 
ment of those family affections which make life a 
heaven. The contrast between the free, pure, simple 
and loving life of a village artisan and the strained, 
agitated hurly burly life of a factory worker is 
simply striking. The factory labourer may get 
more wages than the village artisan but he is a 
slave with no initiative of his own. The village 
artisan is on the other hand his own master and has 
full initiative ; he may exercise his ingenuity in 
making improvements in his simple work, while in 
the factory this is reserved for the higher intellects. 
The artisan’s life is more natural and human than 


that of the factory labourer. And these are, very 
great advantages indeed. Their importance cannot 
be over-rated. They are the things for which man 
lives and produces. But the modern competition 
of machine made goods is making this life impos- 
sible for many persons. 

Other great advantages of this stage were that 


Economic — 
No problem f 
of distribution 
and no _ over- 
production. 


there was no problem of distribution 
and no overproduction. The classes 
of wage labourers and capitalists had 
not become differentiated and antago- 
nistic. It is true that even then there 


were masters and servants, landlords and tenants but 
there were no class-conflicts of the present day, there 
was personal touch and sympathy and things were 
not in such an acute condition as they have become 
under the competitive system. Nor could there be 
an overproduction and a crisis. Overproduction 
occurs when the .market is very extensive and its 
•demand is miscalculated by the producers or the pro- 
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ducers are in excess of the need. In this stage the 
close connection between the consumer and the pro- 
ducer and the regulation of the number of producers in 
particular trades by the guilds enabled the demand and 


Caste and the 
guild'. 


supply to be properly adjusted, and the 
inconvenience and disturbance of the 
modern industrial crisis was avoided. 


In India the caste system has had a similar effect. 
It regulated the number of producers in any parti- 
cular industry rigidly. They could increase with 
the increase of the caste which would accompany 
the general increase of population. Thus the demand 
and supply would increase simultaneously and auto- 
matically. It is true that sometimes whole castes 
changed their professions, as when some “kshat- 
tryas” took to agriculture and dairy farming and 
thus became “vaishyas.” But this happened when 
there was a large scope in that industry for new 
men and so did not disturb the industrial machine. 
Indeed the caste system governs even the social and 
political functions on the principle of heredity, that a 
person is likely to be very skilful in and to have am 
aptitude for the work which has been usually 
followed in his family. 




CHAPTER IX 

Factory System. 


We haye seen in the last chapter how the exten- 
sion of the markets led to a develop- 
Development. ment of production and the appearance 
of a merchant class, and how these 


merchants gave commissions to the artisans and then 
collected their work, and how, probably, the custom of 
the employer supplying tools arose. With the deve- 
lopment of communications these 


Development 
of communica- 
tions. 


merchants naturally extended there 
operations to distant places. Their 
trade increased and they dealt with 


large quantities of merchandise. To get their goods, 
they employed large numbers of artisans under the. 
domestic system, but the increase of business ulti- 


mately made it very inconvenient to go to many 
villages to collect the work. It also meant useless loss, 
of time. The next step was naturally the collection 


of the artisans in a central place to work under the 


direct supervision of the employer to save him from 
the necessity of going to different places. At the 


factory the employer supplied the tools and the work 
and the artisan his labour. The artisan had no- 


concern with the article produced, with its sale and 
its profit and loss, he was paid a fixed sum or wagesi 
for his day’s work. From the independent artisan 
he became a wage-labourer. 

The greatest characteristic of the factory is the 
wage system and the emergence of 
—wage system the entrepreneur, lhe employer sup- 
and fiie entre- plies the capital, the raw material, the 
preneur. place to work in, pays a certain. 
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.amount to the labourer and appropriates the 
product to himself. He calculates the future demand 
.and the trade movements, decides the quality and 
quantity of what is to be produced, collects 
“together land, labour and capital from various sources, 
and often from very distant places, coordinates and 
arranges the work and then advertises and markets 
the product. He is then responsible for its sale, and 
its profit and loss. The labourer receives his wages 
and then is free from responsibility. This freedom from 
anxiety and a regular payment are great advantages. 
But he has to work at the will and at the place of 
the employer. He gets his wages in advance, before 
the commodity is sold. Now the 
to S labourer. geS labourer has not got his customers. 

He is quite in the power of the em- 
ployer ; he will work when work is given and will 
remain idle when there is no work. He must 
Its disadvan- observe a certain daily routine of duty 
tages to and do his work at the appointed time, 

labourer. He mus £ take the wages that the 

•employer is paying to other labourers. The labourer 
works every day for his daily ' bread and has no 
reserve. He cannot remain for a long time without 
work, while the capitalist will not starve if he 
closes his 'works for a short time. So the labourer 
must accept -the terms offered by the factory owner. 
If he does not there will be so many other labourers 
in search of work who will take his place. This is 
the position to which the old free artisan is reduced. 

He must not only come and go at the appointed 
time, but must work under the super- 
Military vision of overseers and work without 

xscip me. break for 8 to 12 hours every day. 
And if the labourers working in a factory are large 
then barracks are built for them, and as they find 
it inconvenient to come from distant places they 
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remove to those barracks where they get a small 
room and live a crowded life. Now it is a “labour 
force.” The result is that there comes to be a clear 


Labour and 
capitalist. 


division between the labouring and 
the capitalist classes. In the artisan 
stage the worker was not a servant 


but a master, a householder like any other. The 


difference in social position was not so great. Even 


the domestic servant was better in some respects than 


these labourers. The servant was in touch with his 


master personally and had human relations with him. 
But in the factory there is no such personal and 
human contact, and the relation between the em- 
ployer and the labourer is merely economic. Each 
will try to get out of the other whatever he can get. 
The interests of the two differ. The labourer will 


try to get as high wages as possible with the least 
amount of work, while the employer will pay the 
lowest wages at which he can get labourers and get 
the greatest amount of work out of them. The poor 
labourer with no reserve is likely to be worsted in the 
conflict. Thus class conflicts arise and now-a-days 
the greatest problem that is exercising the society is 
this conflict of the labour and the capitalist classes. 

There is a fourth characteristic of the factory 


No direct 
contact with 
consumer. 


system, that in this system the direct 
contact between the producer and the 
consumer is lost. The factory produces 
for distant markets, and the possibility 


of making a mistake in the calculation of the demand 
of that market is greater than it was when the village 
.artisan supplied the local market and could easily 
judge things by personal experience. 
Importance _ The development of communications 
of communi- p.as ena bled goods to be sent to long 
distances and to get news of far off 
markets. This has naturally resulted in the increase of 
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production and the development of the trade and in- 
dustry but at the same time it has also increased the* 
risks. It is true that telegraph, telephone and wireless: 
are making it easier to get news from any place in the 
world, but such reports cannot attain the authority 
and certainty of a personal experience. Moreover 
as there is no regulation of the num- 

c apfTal in v olv e d , ber of Producers one may be begin- 
its effect. nmg a kind of production without 

knowing how many other new pro- 
ducers are working for the same market. Further 
the fixed capital employed in factories is huge and 
■expensive and cannot be left idle. This fact induces' 
the producer to go on producing often when his 
goods are not wanted, only in the hope of selling 
them away in future, and in the mean time the condi- 
tions might change. 

On the other hand the advantages of factory 
system are great. The factory is able- 
to make large economies in its working. 
The factory purchases raw materials, 
and sells its finished product in large 
quantities. It purchases its require- 
ments wholesale and so gets them at a cheap rate. 
Similarly as it sells a large quantity of finished goods: 
therefore its cost of marketting per article is small. 
If it advertises that advertisement will cost the same* 
whether a large number of articles are sold thereby 
or only a small number is disposed off. In the former 
case the cost per article will be less. This enables a 
factory to advertise even with greater strength far 
and wide and increase its sales. It would not be- 
possible for the small producer. The big manu- 
facturers can advertise' very widely, because even a 
small margin worked out on a large number of 
articles will mean large sums for advertisement, 
while, the small artisan will have to charge a higher 


The advan- 
tages — econo- 
mies of pur- 
chasing and 
marketting. 
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margin for marketing to sell his goods properly. 
Thus both in purchasing raw materials and in selling 
his products he is better off and economises both in 
the cost of marketting and in that of purchasing. 

More important than these are the economies of 
land, labour and capital effected in a 
Economies of factory. When different artisans are 
andoapitaL working at different places each 
• requires a plot of land for his work, 
but if they are gathered together they occupy a 
.smaller area. When one man works independently 
he requires a different set of instruments, but when 
working together one set may be sufficient for two. 
And with the introduction of the division of labour 
one set may be sufficient for many, for in this 
case one labourer will be doing only part of the 
work and will require only those instruments which 
relate to his work ; and with those he will go on pro- 
ducing the whole day as he will have no other work 
to do. So one set will be sufficient, for as many 
labourers as the parts into which the whole work 
is divided. The labour of collecting the goods from 
the small artisans for the central market will be 
saved. Inside the factory by adopting the division 
of labour the same work will be ac- 
Aclv ant ages of comphshed by a smaller number of 
fawned, labourers and thus there ji\l be saving 
in all the three factors of production. 
We should remember that the division of labour by 
incomplete processes is possible practically only in 
the case of a factory. In the case of an entrepreneur 
who distributes different parts of the work to be 
done at home by the artisans it can be at the most 
a division by complete processes, and it is not so pro- 
ductive as in a factory, for there the considerations 
of the cost of collecting the finished work will stand 
in the way of the division of a work into a large 
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number of incomplete processes. So full advantage 
of the division of labour can be derived only at the 


Increased 

production. 


factory stage of production. The 
result of these advantages will be in- 
creased output of goods from the fac- 


tory. It is here that an improved organisation of 


land, labour and capital brought together in a fac- 


tory contributes to an increase in the production 


Improvements in this organisation brought about by 
the introduction of machinery and large scale pro- 


duction further increase the total output under the 


operation of the law of increasing returns. 

This increased production will be sold at cheap 
prices. The factory producer will be 
Cheaper prices. a ^ e to afford to do this for two 


reasons. Firstly he makes many economies and his 
cost of production per article is reduced by the 
adoption of the division of labour. Secondly the 
factory producer can afford to sell his goods at a 
smaller margin of profit than a small artisan can; for 
him that small margin obtained on a large number of 
articles will mean a substantial sum, while for the 
artisan a higher margin is necessary to keep him 


going. 

The increased industrial prosperity is reflected m a 
general rise of the standard of life. The 
Sof Uvtag. cheaper goods can now be purchased 
by persons of ordinary means and what 
were previously luxuries gradually become articles of 
every day use 5 the labourers also cannot remain 
unaffected. Their wages are likely to be raised, and by 
coming in contact with the city life their mode of living 
is likely to be changed. The peace and contentment of 
the village life might be lost, but the amenities of the 
city life are added. This higher standard of life 
encourages the arts. It has another effect. It in 
■creases the wants and with this increse there will 
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Progress of 
civilisation. 


be a greater effort to satisfy them,, 
and man will acquire greater mastery- 
over nature. Thus the progress of 


arts and of man’s power over nature will keep civili- 


sation on the onward march. 


But with these advantages there are some serious. 

disadvantages as well. They may be 
disadvantages, classed mainly into two classes, those 
concerned with labour and those con- 


nected with production. In the first class are the 
introduction of night work, female 
Night work, anc [ child labour, class conflicts and 
cISd’labour. crowding of labour. The reason of 
these disadvantages is that in this 
stage of production in the pursuit of wealth the 
scientific truth is forgotten that labour is also the 
ultimate consumer for whose benefit wealth is pro- 
duced, and so an attempt is made to extract as much 
work from him with as little cost as possible. We* 
have seen that in the division of labour the work is 
divided into various parts which are suitable for 
persons of different strength, in which all labourers- 
weak and strong can find wmrk. While this is good 
in giving work even to those who are not very strong,, 
it has also had a very undesirable effect in making, 
child and female labour possible. Thus child and 
female labour now would compete with adult male 
labour for the easier processes of production as this 
labour will be available at a small cost. The chief 
earner of the family is the male head, and if the 
children or their mothers earn anything that earning 
is supplementary, and so they would be willing to- 
work on low wages to supplement the male adult s 
earnings as much as possible. But this has several 
injurious effects. In the first place it drives out other 1 
adult labour which would be otherwise employed; and 
so by decreasing the demand for that adult labour it* 
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lowers their rate of wages, thus harming their own 
men. Secondly child labour stunts the growth of 
the child ; female labour destroys healthy family life. 
The mother does not get time to look after the home, 
.and is besides exposed to the immoral influences of 
-a factory. These evils are heightened in case of 
night work. The machines can go on working at 
•all times, they will not complain like living labour, 
and so by arranging parties of workmen, or * shifts’ 
as they are called, they can be worked at night also. 
Night work is more tiresome than the day work is, 
while it is altogether undesirable in the case of child- 
ren and women whose night labour is now-a-days 
•often forbidden by law. But in old days it was not 
.so. The hours of work were so large that the labour 
was said to be “sweated” or in other words the 
last ounce of energy was extracted. But now 
law has fixed these hours which are generally 8 hours 
.a day for adult labour. 

These difficulties have been due, as said before 
to the fact that labour has got. no 
■o±Tabour! Ce reserve and cannot do without work 
" ^ for a long time, and so is at the mercy 

of the employer. To justify this system the cry of 
flassez faire’ or free competition was 
Lassez faire. raised. • It was asserted that economic 
principles so far as they are natural 
•can work out only if they am allowed to work 
freely, and no artificial check or interference should 
be allowed, or a system of free competition must be 
maintained, for then alone could all the economic 
forces come into proper play. Everybody is care- 
ful of his interests ; if the labourers are at a 
•disadvantage in a bargain they will demand higher 
wages and the employers will not be able to resist 
rs they will lose the profits of the trade otherwise. 
But now it has been recognised that lassez faire 
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should not mean free competition but equal competition 
and equal opportunity. If one of the parties to a 
bargain is naturally at a disadvantage there can be 
no free bargaining between them, and to ensure this 
free bargaining it is necessary to remove that* 
■disadvantage. Such restriction as removes this 
•disadvantage will not be against the doctrine of 
lassez faire but would rather be the means of bringing 
it into full play. 

Moreover from the point of view of the working 
of natural forces the natural result 
asb con ic . nlan jf es t ec [ itself in class conflicts. 

The doctrine of selfish interests has had its say. 
'The two conflicting interests of the employer and 
■the labourer have ranged them into two opposite 
•camps, but a society so divided cannot be said to be 
in a state of equilibrium or stable organisation. It is 
-an abnormal condition hiding some other vast change 
in its womb. It indicates that there has been 
mistake somewhere, and evidently it has been in 
the wrong interpretation of the doctrine of lasses 
faire, an interpretation contrary to human welfare which 
is the object of human activities studied by the science 
of Economics. The interpretation was due to the 
old emphasis upon wealth, and the fact that the 
factories increased production of wealth was consi- 
dered to be a proof of the contention that free com- 
petition allows the economic forces to work properly. 
Now the class conflicts prove as conclusively that 
the forces by wrongly working have made the condition 
•of society abnormal and unstable. It may be said to 
have been of service in this way that by producing 
this conflict as a natural result of the old principle 
of free competition it has opened our eyes to its 
■defects and fallacies. In obedience to this principle 
of guarding one’s own interests labour has replied 
with trade unions* and other labour movements which 
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•will be studied later. Their general 
Trade unions. principles may be noticed here. Labour 
was at a disadvantage in its bargain 
with the employer for two reasons : (1) a labourer has 1 
no reserve and so cannot afford to remain without, 
work for a long time ( 2 ) a labourer settling his wages™ 
individually suffered from the competition of other 
labourers, and it was easy for the employer to get. 
another labourer. This is sought to be remedied by 
the trade union movement in two ways. The reserve 
is provided by the union funds in case the labourers., 
are unemployed because they refuse to work on the 
unfavourable terms offered by the employers, in other 
words when they are on a strike. Secondly instead 
of the individual bargain is substituted the collective 
bargain of all the united labourers who are members 
of the union. The same wage must be paid to all, 
and if it is small they will all strike work. The 
trade union looks after their interests in this respect. 
This movement had at first to fight very much for 
its rights of combination and the influential employ- 
ers put all obstacles in its way. It is a long tale, 
well worthy of detailed study and there is a good 
deal of literature on the subject available. The 
method of strike employed by the trade union 
to enforce its demands is sometimes effective while 
at others it proves injurious. Even in case of 
success it causes a loss to the nation of that increased 
wealth which would have been obtained if the work 
had not been stopped by the strike, and naturally 
these strikes, if well planned, occur at a time when 
the employers have large ordeis to supply so that 
the stoppage of work is rather inconvenient to them 
also. "Where the strike is declared at a time of 
depression in an industry it causes unnecessary loss; 
and also endangers its own chances of success. Bub 
the perception of this national loss has brought other 
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methods of reconciling labour and capital into • 
the field, the chief of which is that of arbitra- 
tion between the employer and the union in case of 
dispute by an officially appointed board,, or relieving 
the distress of labour by systems of cooperation, 
profit sharing and schemes of insurances which 
would better be studied at a later stage. 

Another great defect of the factory system is 
that it encourages the labourers to - 
labour ° leave their village homes and crowd 
near the factory. This congestion of 
the labour population has many evils social, moral 
and economic. As has been noticed on a former 
occasion congested life makes man inefficient as 
it does not conduce to physical and 
inefficient. mental health as open air life does. 

It is specially so when the worker’s 
nerves are strained by hard work during the day. 

On leaving work he desires some 
Drinking, pleasant excitement and runs to the 

gambling and gambling house or the ale shop. This 
immorality, makes him inefficient, quarrelsome and 
demoralised. The congested life, be- 
sides, by its too close contact induces immorality, and 
the genera] atmosphere is rather excited and abnor- 
mal, quite foreign to the peaceful life of the country. 
The collection of such an excitable and inflammable 
material is a standing danger to the peace of 
society, besides its influence in the 
Social evils. moral deterioration of a large part of 
the community is great. These defects * 
are sought now-a-days — when the importance of ‘ 
working for the welfare of the labourer is slowly 
dawning on the social mind — to be removed by the 
establishment of tea shops, sporting clubs, cinemas, 
libraries and schools for the benefit of the labourers. 
In these matters India is still very backward. In. 
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Europe the employers and the government combine 
to provide a better life for the labour. There are 
various insurances, the unemployment insurance, the 
accident insurance, old age insurance and the mater- 
nity benefits — to provide for a labourer in cases of 
unemployment or' suffering some accident, or be- 

■ coming old, and in the case of women to provide for 
their expenses during the period of child birth. In 
India the Government has not yet recognised its 
responsibility in these matters fully. 

There is another very great disadvantage of the 

factory system and this is the possibi- 
Over-produc- ;>; ^ of overprodu ction. _ We shall 

stuidy this phenomenon in detail in 
< economic crises, but here its two chief causes may be 
stated. They are the loss of the contact of the 

■ consumer and the producer, which increases the 
possibility of miscalculating the demand of a distant 
market and so of producing in excess of the needs. 

5 The other cause is the non-regulation of the number 
of producers in an industry. In the village 
system the conditions of the demand and supply 
were apparent and so any new enthusiast could 
• easily calculate the prospects of his success. In the 
guild system the admission of the new members was 
, strictly regulated. But under the influence of the 
old doctrine of free-competition this regulation could 
not be maintained. Now any person may engage 
in any work he likes, and the prospects he studies by 
the general market conditions, the rate of profits 
realised, and the price of the products ruling at the 
time. But these may be specially good at a tune for 
some temporary reason. At such times a boom of 
company making occurs to be followed by a crash 
when the normal conditions return. Or even if the 
good conditions are not temporary there may be 
olliers also entering the same profession ultimately 
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tending to make the supply greater than the demand. 
This is an incalculable factor. Nobody can always 
be sure as to how much production is being prepared 
by others and what will be the final conditions. 
These factors have made overproduction a peculiar 
feature of the factory system. 



CHAPTER X 


Introduction of Machinery. 

The division of labour by dividing the work into 
simple operations makes it easy to 
' General effect, adopt the use of machinery as that 
simple operation can be performed 
automatically by a well designed machine much more 
rapidly than by a labourer. The resulting introduc- 
tion of machinery generally increases the intensity 
of the advantages and disadvantages of the factory 
system. The economies of working are greater, the 
output is greater and is produced at a cheaper cost. 
On the other hand the increase in the size of the 
works requires a larger labour force and the evils 
of crowding become intensified. Overproducion also 
becomes more possible than before, for now to the 
other causes that of rapid production is added. 

Industrial production has been revolutionised by 
the invention of the steam engine. 
Special effects, j^g ma( f e the introduction of huge 

machines possible which it would have been impossi- 
ble to work with human labour. 
On production, g^eam, we have seen, may be used 

anywhere and in any industry in which the proper 
machinery can be adopted. It has 
Use of power, increased the productive power of labour 
attending to the steam engine immensely. Now other 
forms of power also are coming into use. With the 
use of machinery the use of some kind of power to 
move those machines automatically becomes indis- 
pensable. Power moves the machinery rapidly and 
regularly and moves many machines at the same 

110 
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time, the work of the labourer remaining to be 
merely the attending to the proper working of the 
machine or feeding it with the raw material. 

Another great effect of machine production is the 
standardisation of the articles. All 
Standardisa- things produced by the machine will 
be of the same form. This has led to 
the system of interchangeable parts. If a part of 
anything, say a watch, a cycle, a motor and so on, is 
lost or broken, another of the same kind can be fitted 
in and it will fit exactly. In wholesale purchases a 
sample is likely to be of the same kind as the mass of 
goods produced and so the purchaser has got a greater 
assurance of getting the proper kind of thing. Indeed 
■even now if there is a difference between the sample 
and the goods supplied it is in the points which depend 
upon the labour of man, say the quality of raw material 
used. Otherwise so far as the machine is concerned 
it goes on turning out the same standard kind of 
thing. 

The same characteristic ensures a better finish of 
the products as what is done is done 
Better finish. uniformly, and the vagaries of the 
human hand are absent. It is true 
that extremely delicate working possible in human 
labour may not be possible in machinery, but so 
great a delicacy is not required in ordinary production, 
and actually a very high degree of finish is attained, 
which is more beautiful on account of its smooth 
uniformity. 

Not only is the quality of the product improved, 
but its quantity also is very greatly 
Increased increased. A machine works much 

cheap °cost. and more rapidly than human labour when 
worked by some power like steam and 
electricity. It turns out huge quantities of goods 
in a short time. When the produce is large the, cost 
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per article will naturally be cheaper than when the 
produce is small. Labour is more expensive than steam 
or other power. So while the cost is lowered the output 
is increased and the cost of production becomes 
lower. It should be noticed that this is a result of 
an improvement in the organisation or of a new 
adjustment of labour and capital, in which labour 
is decreased and capital has increased in a more 
productive form. It is due to this capacity of man 
to improve the organisation of hand labour and capi- 
tal in the process of production that the law of 
increasing returns acts in manufacturing industries. 
But while production is increased and cheapened the 
chances of overproduction also are 
Chances of increased, because the rapidity of pro- 
tiori "increased, duction increases production in so 
short a time that a large quantity of 
goods may be on our hands even before we have time* 
to take warning and stop. Moreover there is such 
a huge capital invested in making big machines that 
the entrepreneur does not like it to remain idle and 
lose interest, and so he tries to work it as long as he 
can. This disinclination to stop may find him with 
a huge quantity of goods before he has had time to* 
realise the inadvisability of his action. 

The effect of machinery on capital has been to 
enable capita] to be used in under- 
On capital. taking great works which could not* 
have been done with hand labour. It* 
has also increased the quantity of capital. It should 
bo remembered that one of the conditions of the 
increase of capital was a capacity to save. This* 
capacity is increased with the increase of wealth, and 
the introduction of machinery has undoubtedly* 
increased the wealth of the community by increasing- 
the production of wealth. The success of machinery 
in one branch of production has induced its adoption 
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in other branches and has led to an increase not only 
in the quantity but also in the diversity of the forms 
of capital used. 

The effect of machinery on labour is no less strik- 
ing. Besides generally intensifying 
On labour. the effects of the factory system on 
labour it has some special effects also. 
One of the defects of the division of labour was that 
/n , it taught the labourer only one kind 

work^easy. operation, and so made it difficult 

for hint to take to any other profession, 
but the use of machinery has made this change easy. 
All that a labourer has to do now is to attend to the 
machines and to feed the raw material, and though 
the method of doing this may.be different in different 
machines but the principles are the same, and the 
actual detail of the method may be easily learnt. No 
great practice for acquiring skill is required as it is 
necessary in he case of work produced with hand 
labour. ^ 

The strain of the work also is not so great, for all 
that the labourer has to do is to attend 
Less strain to the machine keeping a kind of 
and monotony, supervision over its work ; nor is the 
work so monotonous as it was before. 
For instance the uninteresting work of folding papers 
in the printing industry can now be 
sharpened done with the machine. Indeed at- 
tending a machine rather sharpens the 
intelligence, and a person who works with a machine 
is likely to be brighter than a person who works 
with primitive tools. Moreover this decrease of 
strain allows a scope for the weaker labourers to 
be well employed. Different kinds of operations are 
able to provide work for labour of various degrees of 

Econ. 8. 
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•efficiency from tlie hardy fire men to small boys. 

Tlie increased production enables the 
Rapid work labourers also to get higher wages. 

wao-es!^ 6 As tlie capitalist is in a position 

to allow such increase in wages from 
"his own increased proceeds the labourers do" not 
remain quite unaffected by the general increase in 
the wealth of the community. 

But there are certain great disadvantages also to 
labour. There can be no disadvantage 
Disadvantages- in connection with capital as the 
strain of machine itself 'is a highly productive 

ancfuneniploy- f°rm of capital, but on labour it has 
ment. ’ a very injurious affect as it displaces 
labour. So far as it increases the 
production without engaging as many labourers it 
•displaces a number of the labourers who would other- 
wise have been occupied in producing the quantity 
of o-oods. There is a competition between labour 
power and machine worked with other kinds of 
power. Machine and physical powers being non- 
living they cannot do altogether without labour, 
which must be there to work these machines, but 
they do undoubtedly reduce the amount of labour 
required for a given amount of produce. It is said 
that this displaced labour will be absorbed in various 
ways. It will be required in making the machines 
themselves. The machine made articles being cheap 
will sell in larger quantities, and this increase in 
their demand will require larger supplies than be- 
fore "thus absorbing displaced labour. Further, the 
cheapening of these things will leave a larger margin 
of income with the purchasers to be spent on othe r 
objects, the demand for which will increase, and their 
production will as well absorb more labour. But even 
in all these ways all the labour displaced is not 
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absorbed and unemployment lias become a peculiar 
feature of the present industrial organisation. An- 
other great defect is the strain of the machine room. 
Although there is less strain in the actual productive 
operation but the very presence in the machine room 
puts a strain upon the nerves. The huge din of the 
machines working, the powerful vibrations set up, 
all tax the body. This is why inspite of the fact that 
the strain of the productive operation is less than 
before the labourer does not appear to be very fresh 
and happy when he comes out of the factory. 



CHAPTER XI. 


Large-scale Production. 


We have discussed the principle that in manufac- 
turing industries the improvement in 
organisation effected by man increases* 
the returns and so the profits. Larger 
profits enable the entrepreneur to widen 


Causes of 
Development. 
The tendencies 
of concentra- 
tion and inte- 
gration. 


his activities, secure further markets* 


and increase the size of his business. 
These in turn increase his profits even more leading to- 
a further expansion of his business. This tendency is 
increased by the use of machinery. When a business* 
aims at producing large quantities of goods for wide 
markets by properly organising large amounts of capital 
with a great labour force into a large business it is 
large-scale production as against the small producer, 
who produces mostly for the local market. This ten- 
dency to the concentration of large amounts of labour 
and capital is sometimes termed the “law of concentra- 
tion.” Another related tendency that manifests itself 
as a result of large scale production is that of integra- 
tion of industry. L e. the performance of all steps 
of production under one control. For instance the 

cotton from ginning or 
weaving it into cloth. This is possi- 
ble because the large resources of the big producer 
make it economical that he should do all these things* 
himself. 


same, organisation may word 
even growing to 


The law of increasing 


What are 
markets. 


returns combined with the 
increasing sphere of the market brought 


t? 1 - 

about by the development of com- 
munications is the chief cause of the 
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communica- 

tions. 


development of large-scale production. By a market 
is understood either the place where the purchasers 
•and sellers gather together to do business — this is bet- 
ter named “market-place” — or that sphere of transac- 
tions in a commodity in which nearly the same 
price of the commodity is maintained excepting for 
the cost of freight and transit. Thus if the price of 
wheat is the same all over the world except that in 
places at a distance from the places where wheat is 
grown the cost of transit is added to the original 
price, then the whole world is said to be one market 
for wheat or wheat is said to have a world market. 
If this condition is fulfilled for a commodity only in 
respect of one country then that corn- 
import an ce of modify has a national market in that 
country. It is obvious that such a 
market can develop only with the 
development of communications which make it easy 
to move goods from one place to another, so 
that if the price in one part of the land is higher 
than in the other, then goods from the other 
parts may run to that part, and may bring down the 
price by increasing the supply. A perfect market or 
a market in which this condition of one price at all 
times obtains is not practicable, but still if markets 
do not suffer from artificial restrictions on the move- 
ment of goods, and the communications are good 
then a perfect market is developed as nearly as it poss- 
ibly can. It is the development of communications 
which enables a producer to know what is wanted in 
'•other parts of the world and to send his goods there 
t.o satisfy that want. So this is the reason why in the 
modern days the immense progress of 
railways and telegraph have helped to 
increase the size of industrial concerns. 
JExtension of markets increases the demand for goods 


And <oif 'exten 
sive markets. 



118 


ELEMENTS OF ECONOMIC PRINCIPLES 


and makes it profitable to produce them in large 
quantities. Merely producing, without the goods 
being absorbed or sold, would cause loss to the 
producer. Therefore he will produce more only 
when the demand is great or the market 'for his; 
goods is extensive. 


Extent of 
market. 


But while the increase in the size of producing con- 
. cerns has been phenomenal there are eer- 

imitations. tain limitations also to this increase and 
to their spread in all the branches of production. The 
first limitation is the extent of the mar- 
ket. There are certain things which 
have a very wide market, while there 
are others whose markets are not so large. As a rule 
the primary necessities of life, like food, grains and 
cloth, or ot‘ commerce and industry generally, as gold, 
coal, iron, have the widest possible markets. There 
are other things mostly articles of luxury which the 
prive lodged few can afford to buy have a vanow 
market c. g. gramophones. It is so also in the case of 
perishable articles which can. for this reason, command 
only the local market, e. //. vegetable^, fruits, and a 
“halwaiis goods. v The size of the business will be 
limited by the amount of product which the business 
can hope to sell in the existing conditions of the 
ma rket. 

experience it is found that oceii with 
the economics of the law of increasing 
returns there comes a point in the in- 
crease of a business beyond which 
these economics become negligible, and so it does not 
pay to increase it further : this point is technically 
termed the point of optimum. The production at 
this point would be marginal production- 

Even where, the market is wo rid- wide the action 
of the law of diminishing returns will set a limit as 


r ii actual 

The* point of 
Optimum. 
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T .. in tlie case of agriculture and minerals, 

slung returns. 111 connection with any particular mine 
or farm this law will set a limit 
.beyond which it is not safe to go, and if this limit is. 
overstepped then the cost of production becomes grea- 
ter than the prices expected to be obtained for that 
production. Therefore no producer will go beyond 
that point. This is the reason, why while in the 
manufacturing industries the small producer is being 
squeezed out, in industries like agriculture the small 
producer thrives side by side with the large one, for 
the latter’s lands also produce nearly at the same cost. 

Another limit to the increase in the size of a 
Personal business is set by the necessities of 

attention. personal attention and supervision. It 

is not necessary in all trades, but 
it is necessary in the case of those where personal 
tastes have to be attended to, or delicate woikmansliip* 
is required e. g. a goldsmith, a tailor. A tailor 
must attend to the needs of his customers personally 
so as to make clothes for them fitting to their body. 
If he is a wholesale clothier he may have a stock of 
ready made things, but they may not suit all tastes 
or all bodies. The goldsmith's work can not be done 
by a machine, for variety and delicacy is the very 
essence of his trade. Where such personal supervision 
is required the business must remain within such 
limits of the size that the supervision may remain 
effective. 


The other limitation, the capacity of the entre- 
preneur, is easily intelligible. If the 
entrepreneur. ® organiser is incapable the adjustment 
of labour, capital and land will be 
■defective, and so there will be a waste of some factor 
of production and a scarcity of the other thus increasing 
the cos*- of production and leading the business to 
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ruin. The capacity of the entrepreneur is the thing 
upon which every thing depends, for the law of 
increasing returns acts only where the mind of man 
is able to make improvements in the organisation, and 
so this capacity of mind of the organiser and entre- 
preneur is the first necessity for the development of 
the business. 

The availability of the raw materials or their sub- 
statutes may set another limit to the 
raw^aterials increase of business. The increase 
and governmen- may also be stopped by governmental 
tal interference, interference as it does in the case of 
regulations discouraging the formation of large trusts 
and monopolies. 

The advantages of large-scale production are 
immense. Indeed they are so great 
vantage*,. that they leave practically no chance 
to the small producer in competition. The large 
scale producer is able to produce and sell his goods 
at such a low cost, that the small producer 
can scarcely ever expect to stand against him 
in this respect, and the reason is that various 
kinds of economies are effected in the large-scale 
production. In purchasing raw materials for his 
. business he makes a saving, because 

mies— Purchase ^ ie purchases in huge quantities and 
and sale. so gets them at a lower price. In 

the same way when he sells he sells 
wholesale and clears his stock very soon. Plis capi- 
tal formerly locked up in that stock is released, and 
with this released capital he again produces and fills 
up his stock which is again sold. He makes a number 
of turn overs of the same amount, of capital, and so 
a small amount of profit is sufficient to give him 
good profits, because this small margin is earned on 
a large number of products several times in a given 
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period of time. Thus this wholesale selling enables him 
to earn more by making several turn overs. This is 
not so easily possible for the small producer whose 
production is not great, and who charges a higher 
margin of profit per article, and whose larger cost 
and more limited market do not allow 

andmaiSetting. him to effect *T?eedy overs. As 

the large producer has a large number 
of goods to sell of different kinds the cost of adver- 
tising and marketting per article is not large, and 
once he establishes himself in the market even the 
necessity of advertisement is not so great. His 
. goods advertise themselves. Then 

Land^boiTT there are the economies of land 
and capital. labour and capital. The saving of 
labour in the supervising and 
clerical staff is quite natural. The same person 
in a small firm would have remained idle for 
some time for lack of work hut his salary would have 
been an equal charge on the small producer also. In 
the large-scale business all are kept fully occupied 
because the work to be done is sufficient, and so 
there is no loss of labour in loitering or idling about. 
Then the variety of work enables the organiser to 
place the right man in the right place and avoid a 
waste of energy by employing efficient man at some 
petty work. The same office can do for a larger 
business and so proportionately smaller area of land 
is used for the large scale business. The labour also 
is grouped methodically avoiding a waste in the 
occupation of land. There is an 
rower. economy of capital and power, because 

in the large-scale work, the work being great all 
capital and all power used is fully employed and as 
much work is extracted out of it as is possible. In the 
small business the engine might be of a higher 
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power than that required for the existing machines 
and in such circumstances there would be a waste of 
power. This can net be so in large scale production. 

There are other important economies made by the 
TT utilization of the waste products and 

waste products. b T doill g tlie auxiliary works. _ The 
small producer has not got sufficient 
means to utilize the waste* products himself, and as 
his production is not large his waste products are not 
likely to be released in large quantities, and so those 
big producers who use those waste products will not 
come to him but will rather go to the large producer 
from whom they can get large quantities of that 
waste product quite fresh at wholesale prices. Thus 
the big producer will be able to make a saving by 
selling that waste-product or by using it himself. 
Similarly in the case of auxiliary works the big 

A ... , producer can undertake them himself. 

Auxiliary works 4 p t i i w 

It Ire requires JabeLs, pamphlets, 

stationery, posters and other printed material, his 

work in this department is large enough to support 

a press, so he may have his own press instead of 

giving the work to other presses. This will save him 

something in the cost of printing. The small producer 

cannot do so because neither is his work so great as 

to keep a press occupied nor he has resources enough 

to undertake such allied work also. As has been 

noted above this tendency to take up the auxiliary 

works is technically termed the integration of 

industry. 

In a large scale business the division of labour 

Extern' on of Can ex ^ enc ^ f° a g rea f er extent 
the division of fl ian if can be in a small works, and 
labour. the division of the work can be made 

into a larger number of parts. The 
reason is that in the large works, the work to be done 
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is so great tliat even tliougli the labourer has got to 
do a veiy slight operation still his whole day will be 
taken up in repeating that operation for innumerable 
times. In the small-scale production if the operation 
be equally small the whole work of that operation 
may be finished very soon and the labourer may have 
nothing to do. So there the work of each laboured 
is likely to be of a larger duration and the division 
into parts cannot be so great. 

The resources of a large-scale producer are 
_ greater than those of a small producer 

^ and so he is not handicapped m 

organising his business by a lack of funds. He can 
employ the ablest managers, can use. the most up-to- 
date machinery, can advertise widely, secure orders' 
from all quarters and put up a very efficient organi- 
sation. His improved methods of work, his immense 
economies all enable him to produce 
at a cheapening cost and sell his goods* 
at ail advantage in the markets, giving 
the consumer cheap goods and at the same time 
realising large profits for himself. His great resources 
enable him to make experiments in 
imp r o venients. im P™viug the methods of his produc- 
tion or making improvements m the* 
machinery used. He is able to afford this because 
even a slight improvement will decrease the cost, 
though slightly, of so many 
saving will be groat, and will in the long run' 


Cheapening 

costs. 


goods that the total 


in 

chemists 


more 
for 


than compensate him. He can engage 
his research laboratories, but a small producer cannot 
afford to do this. He has not the funds, and if he 
had he has not enough work from which to draw out 
the return. 

Another very 
production is that 


great- 


advantage of large-scale 
large producer can afford 
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Variety of 
goods. 


to produce a variety of goods, so that 
if the demand for one becomes slack 
those for others will enable his work to 
; go on. Moreover the purchaser will have a wider 
4 choice ; he will rather come to him than go 

* to a small producer, and having once come is 
likely to find something or other to suit his taste. 

* Thus the large producer will effect larger sales. The 
: small producer cannot afford to apply his small capital 

in a number of goods for then he will not be able to 
produce them in sufficient quantities, and if any one 
variety is not taken his capital will be inconveniently 
locked up in it. Consequently 
ordinary market fluctuations do not 
affect a large business very much. 
Moreover the manager being expert 
and well-informed will make better calculations than 
-an isolated small producer can do. 

The large producer does not benefit only himself 
by larger profits, and the consumer by 
cheaper products, but he can also 
benefit labour by providing better 
'conditions of life for his workers, e. g. by establishing 
recreation clubs, cinemas, schools, libraries, provision 
; shops, tea shops. He can institute systems of acei- 
- dents assurance, old age insurance, maternity benefits 
in his works, because he makes large profits and 
large savings. In case of specially good years, he 
nan give bonuses to the labourers. An example 
where such amenities of civilised life are provided is 
;in Jamshedpur. But a small producer cannot afford 
to do so much. He cannot afford to pay even as 
high wages as a large producer can do. 

But if the advantages are great, the disadvantages 
also are as great. The first is that large-scale pro- 
duction tends to eliminate competition. The posi- 


Or din ary 
market fluctu- 
ations do not 
disturb. 


Better condi- 
tions for labour. 
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tA . . tion of a large producer is so ad van t- 

Ihsad vantages, • ° x n 

elimination of a geous m comparision with a small 

competition. producer that the latter has simply no 
chance in the competition and so he is 
driven out of the field. Besides the fair competition the 
large producer sometimes adopts even questionable 
methods to crush out his' smaller rival. The large 
producer is producing many kinds of goods, saj T A. 
B. C., and is selling them in various markets of the 
world, say H. P. T. If X in P competes with him in 
goods A then he can reduce the price of the goods A 
in the country P even below the cost of production and 
recoup himself by increasing slightly the prices of his 
goods B. and C. in the countries H. P. T. and of A in 
H. and T. So while the large producer will lose nothing 
poor X will be ruined and will give up the busi- 
ness, and then the large producer also will restore the 
old prices. Thus healthy competition will tend to 
be eliminated. The advantage of competition is that 
each producer tries to lower the price 

coin p e titf o n° ^ as mucl1 as he can > ancl for this P ur " 

pose he makes greater economies in 

his methods of production : any waste of energy 
is prevented and the goods are available at cheap 
prices to the consumers. One might think that even 
the large-producer himself sells his goods at a cheap 
rate as he produces them at a cheap cost. But in 
practice it has not been found to be always the case. 
"When the large-producer expels all competitors it 
becomes possible for him to realise 
.Monopoly prices. m0n0 p 0 ]y prices. When there are no 

competitors to fear them all that he has to fear is 
that the price may not be so high as to induce the 
users of the goods themselves to give up using his 
products and so cause him loss. Consequently he 
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- will fix ‘the price at such a point that although giving 
him a high margin of profit it will not reduce the 
.consumption so much as to lower his profits, hut will 
yield the greatest possible total of profits. If the 
.commodity has an inelastic demand he can safely 
increase the price : but raising the pi ice too high may 
induce other competitors to join the industry, Or the 
•state may interfere in the interests of the consumers. 
■The price will be that which will give him the great- 
est profit and which the u market can hear ”, any in- 
crease above which will disturb the market for that 
.commodity. If the production of the commodity 
follows the law of increasing returns it may often he 
profitable to sell at a lower than the competition 
price so as to increase the demand and thereby increase 
the production. In such a case the public sympathy as 
well will be secured and there will be no danger of 
m , , state interference. This is helped by 

trusts. " the tendency of large scale production 

to develop into trusts. When a large 
producer makes the matters hot for another producer, 
that other producer may come to him and may save 
himself by offering to incorporate his business into 
the larger one. Or when there remain a few very 
large producers in the market of a certain commodity 
they might realise that competition between them 
does not help any of them, and so they 
may unite and form one giant busi- 
ness. This is called a kartel, trust, 
pool, comer, ring, combine, syndicate, 
or corporation. The combination has 
been made possible by the development of the large-scale 
production, because this system concentrates the work 
into the hands of a few producers who find it easy 
to negotiate and combine. It would not have been 
easy in the case of small producers as their num- 


Condition 
favouring 
formation of 
trusts and 
combinations. 
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ber would have been so large that to unite their small 
businesses into one would not have been an easy task, 
and nor would such a combination have suggested 
itself to' all of them. Besides concentration in 
single hands, whether by natural growth or the elimir 
nation of competitors, other conditions that favour 
combinations are localisation of industry, standardisa- 
tion of the product, scarcity of the article and fiscal 
protection. In the first case the close association 
makes combination easy : in the second the standar- 


disation makes the control of a very large out- put 
possible. If the product is scarce it is easy to corner 
and monopolise it, and fiscal protection affords an 
opportunity to develop the business. A modem trust 
works in many countries, has an immense power in 
the markets of the world and even enjoys a great 
political influence because of the resources in its 
power. This influence and powder is often detri- 
mental to society and sometimes legal checks to the 
the development of trusts prove to be of some use. 

But often such laws are found to be ineffective, 


Control by 

investigation 

publicity. 


and the means of evading them are 
easily discoverd. In such a case it 
proves very useful if an investiga- 


tion is held into the affairs of a com- 


bination and its methods are made public. The 
public opinion and the danger of losing public sym- 
pathy sometimes act as very . efficient checks. For 
this purpose a state investigation board may be esta- 
blished with full power to enquire into the affairs of 
any concern which they suspect to be using unfair 
methods. ' * \ 


Sometimes the ways adopted by these trusts and 
combines of eliminating competitors 
* methods are undoubtedly questionable ; a trust 

may open a shop in the place wher£ 
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Dumping. 

pensate itself 

Price distribu- 
tion. 


Tving 


a competitor works only to undersell him. It main- 
TT , tains a price even below the prime costs 

n eihe mg. the competitor is crushed, and then 

the price is raised again. When the market in a 
country has to be captured the tiust will dump its 
goods into that country even below 
cost price. For this loss it will com- 
by increasing the price of its products 
in other countries where it may be 
working. Or it may decrease the 
price of one product to push it in the 
beginning and recoup itself by increasing that of an- 
other article of its trade. It makes tying agreements 
with retail sellers forbidding them to sell the goods 
of any other producer, and if the re- 
tail sellers do not agree then it stops 
their supplies of its products and 
undersells them by getting another shop opened near 
the shop of the offending retailer. 

Transport services frequently have a monopoly 
of their route. Where they do not 
possess it they attack their competi- 
tors in similar ways. Thus a railway 
may issue tickets between two through stations at a 
cheaper rate than the rate charged for intermediate 
stations. A competition exists in India between 
the G. I. P. By. and the B. B. and C. I. By. both o£‘“ 
which serve Delhi and Bombay. Shipping companies! 

often pay 4i deferred rebates."* They 
insist on their customers not using; 
any other shipping except that of the* 
combine and if at the end of a certain period it is? 
found that the customer has kept his agreement then 
they allow him a certain commission on the work 
given by him. It. is called deferred because its pay- 
meut is postponed till the customer proves his loyalty#.. 


Transport rate 
discrimination. 


Deferred 

rebates. 
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They often quote cheaper rates to powerful custo- 
mers than the usual ones lest any other firm be encourag- 
ed by his custom. And in all these 
Monopoly not ways when competition is crushed the 
harmful to monopoly price comes into play. How- 
consumer. ever, it is not always that a monopoly 
is harmful to the consumer, it may 
sometimes be actually beneficial. The monopoly 
price may even be lower than the competitive price 
previously ruling. Now one business produces 
as much as many of them produced before, and this 
increase of production under a single organization 
will increase economies of production, and may make 
even the monopoly price lower than before. Another 
benefit that will accrue to the consumer will be in 
the publicity of the price. Ordinarily it happens that 
even when wholesale prices have gone down the 
retail prices remain the same, because the 1 producers, 
are so many that it is difficult to know what, they are 
all doing early enough to affect the retail prices. 
But when one concern controls the industry its prices 
will be standard and well known. 


Monopolies may arise either by natural growth, 
the business growing gradually till it 
Combination. controls the whole production, or it 
may be a natural monopoly or it may 
have grown into such a one by amalgamation of the 
Voluntary competing concerns. It has been 
ones not so found in experience that such volun- 
vigorous. tary combinations are not so vigorous 

as the natural ones are. In the amalgamations there 


Watering of 
capital. 


is often a watering of capital. The 
promoters purchase the concerns at a 
cheap price but sell them to the 


amalgamation at a much higher one. Their profit 


Econ. 9 
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so obtained does not represent any actual capital 
possessed by the concern and the funds so paid to the 
promoter become a burden on the revenues of the 
‘Combine. Such an amalgamation is an external com- 
bination and not an internal growth and so is not 
,so virile. 

A combine is horizontal when the participating 
firms are engaged in the same branch 
Horizontal °f a11 industry, and it is said to be a 
vertical one when all the processes of 
.an industry, which would otherwise have been divided 
into several separate industries, are controlled. 

These trusts and combines are of various degrees 


'Trust, kartel, 
rings, pools, 
corners, 
combines. 


of coherence. A trust is a complete 
amalgamation of several businesses, 
while a kartel is only a combination 
for apportioning markets the indivi- 
dual businesses retaining their separate identity. 
Rings, pools, corners, and combines are temporary 
•combinations for specific purposes. When a busi- 
ness becomes so big as practically to control the whole 

Monopoly produce in a particular industry it is 

natural, social, called a monopoly. Monopoly is “ na~ 
legal and tural ” when it is due to some natural 

\ oluntary. cause, as when a commodity is pro- 

duced in a particular country only as jute in India 
or diamonds in South Africa, Copyright, patents are 
•cases of legal monoplies as these rights are conferred 
by law. Gas works, water-works are examples of 
social monoplies as the society grants these mono- 
polistic rights for its own convenience, as it would be 
very inconvenient to a municipality to have water or gas 
supplied by several concerns. Ordinary monopolistic 
•concerns formed by amalgamation or the increase of 
the size of a business are termed voluntary monopolies. 
In practice, however, perfect monopolies are a rarity 
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unless the rights are conferred by law. 

"With all these advantages this huge increase of 
capital has one serious disadvantage. 
involved? 1 a makes it difficult to adjust produc- 

tion to the needs of the market pro- 
perly. The capital involved is locked up in such form 
that it is not easily realisable at a short notice, and if 
it cannot be brought out it cannot be left idle also, 
us this means a great loss of interest. The result is 
that the producer goes on producing even though the 
market may not be requiring his goods. He may 
thus cause overproduction. It may sometime even 
become difficult to adopt up-to-date methods on 
-account of the loss likely to be incurred on the change 
of the costly machinery. Nor is it easy to change 
the application of the machinery to another kind of 
production. All these things make the adjustment 
of production to the needs of the society difficult. 

Large scale production is an extension of the wage 
system and the factory. It is no new 
and labour system. So the evils of crowding 
problems. labour which we noticed previously 
are intensified. The problems of 
labour also increase. Although a large producer is 
able to supply better conditions of life still the 
inequality between the wealth of the labourers and 
the capitalist is increased and the class-conflict is not 
decreased, but is rather more intense than before. 
The fact of a huge business being concentrated into a 
few hands makes labour classes press the government 
•of their country to confiscate it and work it for the 
benefit of the whole society under government manage- 
ment. The class division becomes even more distinct. 

At the same time the increased use of 
bfiemp oyment. mac pi ner y an( j the element of over 

production, makes the problem of the unemployment 
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of labour much more acute than ever before. 

Amongst the social evils, besides those of congestion 

, which mean unhealthy life, an increase 
Materialisation x * * i t. i ji 

of oi crime and immorality, and the 

existence of an inflammable material 
threatening the peace of the society, this devlopment 
of production has also produced an increased material- 
isation of life. The idealism of old days is not in 
vogue. Everybody is after wealth and material 
comforts, and the anxiety about the moral and spiritual 
welfare has practically disappeared. There has been 
an ignoring of the principle, which has been pressed 
so many times above, that wealth is produced for 
the consumption of man, that labour is at once an 
agent of production as well as the object for whose 
benefit wealth is produced. Consequently no system 
of production can be said to be a proper one which 
ignores this truth, and a system which develops a man’s 
materialism at the expense of his ideals and moral 
nature cannot be said to develop his personality or to* 
really make bis life happy, for after all wealth is not 
the only thing which pleases man. The delight of 
moral practice, the transports of idealism also supply 
a, necessary want of his nature. It is his idealism 
which makes him a man from a brute, and surely this 
great- unthinking rush after wealth does not encourage 
those higher tendencies very much. 

Economic Crisis. 

AYhon the normal economic life of a community is' 
disturbed and becomes impossible there 
u ilal is said to he a crisis in that life, and is 

called an economic crisis. It occurs in one branch 
of the life but its effects tend to spread themselves 
over the whole sphere of human 
1 activities. Such a crisis occurs when 

the normal adjustment of the various component 
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■parts of economic activities is thrown into disorder. 
This happens when there is a glut or scarcity either 
•of a thing produced, or of a factor of production or of 
money, i. e ., when there is no adjustment of the result 
of economic activities with the purpose of those 
activities or in other words when the productive 
.activities have been more or less than they should 
have been, or when the factors of production are in 
‘disproportion and so production cannot be properly 
.arranged, or when the general means of measuring 
the value of things is thrown out of gear. Let us 
• examine in detail what happens. If there is over- 
production say in cloth manufacture 
of prodaotion.^ ^ eri st ' oc ks of cloth will be on hand, 
their value becomes lower because 
there is excess of cloth and purchasers are few so 
the sellers sell cheap. Because the 
' SlUL ' price is low the manufacturers will 

dispense with a certain number of labourers, because 
they have ready made cloth in a large quantity and 
they find it difficult to sell, so they will not produce 
more. These discharged labourers will not receive 
their wages now, and so will not be able to purchase 
many things which they used to purchase, for now 
they have a little money and that is necessary to buy 
their food. This will affect those traders and manu- 
facturers who dealt in those goods which the labourers 
used to purchase. Their goods also will not be sold 
because the labourers do not buy. The manufacturers 
of those goods will also stop production and will 
-discharge their laboures who will again stop pur- 
chasing their goods which they formerly used to take 
and the disturbance will spread to the producers of 
those goods also. And thus the disturbance will go 
increasing. The discharged labourers previously used 
'the services of others and if they discontinue the 



134 


ELEMENTS OF ECONOMIC PRINCIPLES 


use o£ those services then the disturbance will go on 
increasing in that side as well. It will thus tend to 
spread over the whole community. The production 
activities in cloth have been greater than the needs 
and so they have to be stopped stopping with them 
also the other parts of productive activities which 
were going on in adjustment with them just as if one 
part of a machine is thrown into disorder the whole 
is stopped. 

Similar results follow from a scarcity say of cloth. 

This will mean that those who use 
famines. 01 cloth should now use a larger proportion 

of their income in purchasing cloth, for 
the price of cloth rises when it is not found in the 
market in plenty. If the larger proportion of 
income is spent over cloth the proportion spent 
on other things will become less, and the sale 
of those other things will become small, and 
there will be an excess of production in those 
other things leading to the same results as before. 
The case of famines are clear examples. Because of 
scarcity of food people are unable to support them- 
selves properly as prices become higher than what they 
can easily pay. If they pay at the cost of other 
things the distress spreads to those things also. 

Similar results will follow a glut' or scarcity of a 
factor of production. Capital has 
of he forgot t,V ^ llc ' rcaso( l s0 ttuich that it cannot ho 
produetjou. profitably used, and cannot be properly 
adjusted to labour and laud, still it will 
not like to remain idle. The capitalist will be willing- 
to lend it to organisers of industry at a cheap rate. 


The organiser may be induced to take it up on account 
of the favourable opportunity afforded by cheap 
capital. Many uew companies will be started, but in 
reality those companies arc not wanted : there is not 
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sufficient labour and land to absorb that capital in 
production. If the new companies still draw labour- 
to themselves they will draw it out from other 
industries. They will create difficulties for those 
industries while they themselves will be producing, 
something in excess of requirements. There will 
again be over-production in one branch and scarcity 
in the other throwing * the whole machinery out of 
order. If there be excess of labour then it will mean 
the discharge of a certain amount of labour with 
similar effects. If there is scarcity of labour it will 
mean comparative excess of capital seeking employ- 
ment. The scarcity or excess of land, however, is* 
not a very disturbing factor, because the area of land 
is already limited and is well known and so it will 
not suddenly upset calculations. But there can be a. 
glut or scarcity of the product of land, agricultural or 
mineral, and that may cause a crisis as in the case 
of famines. Similarly the fourth factor, organisation 
does not affect this problem excepting in two ways : 
one that a defective organisation owing to a non- 
adjustment of the factors of production may contribute 
to the crash, but here it is the nonadjustment of' 
labour and capital and not excess or scarcity of or- 
ganisation ; secondly there may be an excess or scar- 
city of organising labour or the labour of those who* 
can organise business, here again it is the question 
of a kind of labour being in excess or otherwise and. 
its effects. 

Then even an excess or scarcity of money may 

Glut or scarcity cauSe a cris , is / Whe ^ \ S Scarce 

of money. * the rate o± interest for bank loans is- 

very high, there is a financial crisis,, 
because there is not enough money to carry on trade, 

• If trade suffers the production also suffers. If goods 
cannot be sold the producers suffers and there is a 
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kind of over-production. If on the other hand there 
is an excess of money i. e., it is more than is required 
than it runs about seeking employment and work, 
raising prices and having the effect of an excess of 
-capital. It should be remembered that the economic 
disturbance caused by any of the above forces 
becomes a crisis when it is sufficiently advanced to 
dislocate the machinery of industry and trade causing 
a general distress. Such a crisis results in the stopping 
of work by factories, failure of firms and banks, 
which again in turn increase the distress. 

Indeed nowadays the immence structure of credit 
facilities has made a financial crisis 
facilities. the usua l form of an economic crisis. 

When trade is brisk and prices are rising 
every one has a confidence in future and tries to reap 
the advantage of the rising tide of trade. Confidence 
brings the capital out. Credit facilities increase. Banks 
also are willing to advance. The investing fever rises. 
The prices and wages both rise. Soon, however, the 
signs of a fall appear. An excess of speculation 
makes people anxious. Money begins to be scarce. 
The banks begin calling in their loans and credit 
begins to shrink. Even before the new industries 
have had time to establish themselves they are faced 
with demands for payment. Some are unable to 
meet their commitments and stop payments. There 
is a panic in the money market and a crash. A bold 
policy on the part of banks may often save the 
situation in such a case. If they are able to keep 
on extending credit, though at a high rate of interest, 
confidence may soon be restored, and the debtors 
may have a breathing time during which to reorganise 
their matters. Thus in the crisis of 1857 and 1866 
in England the suspension of the Bank charter act and 
permission to issue fresh notes allayed the situation. 
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One peculiar feature of these crisis is their 

Period! cit of P er i°dical occurrence. They are found 
crisis. 101 ^ ° f° a PP ear after every seven to ten 
years with a degree of regularity. 

: Several theories have been advanced to explain it. 

One ls the Classical or Psychological 
theory 0 °^ lca theory which states that human nature 
is subject to alternating periods of 

• confidence and depression. In the former trade and 
industry flourish and credit expands, and in the latter 
with the depression there is a crash. But it does not 

* explain the period of 7 “to 10 years. Then there is 

the Climatic or Sunspot theory. It 
Sunspot 0 ° r affirms that periodical changes of 
theory. climate or temperature cause a scarcity 

of agricultural produce resulting in a 
famine somewhere of raw r materials and food, bringing 

. about a dislocation of the whole economic machinery. 

1 One variety of this theory asserts that such a climatic 
change coincides with the appearance 
of the sun-spots. The Socialists also 
theory. are ready with a theory — the under- 

consumption theory. They allege that 
in the prosperous years the industry earns a great 
deal, but an unduly large proportion is taken away 
by the capitalist employers, and the labourers, who 
form the large mass of consumers, get a small portion 
and so are unable to purchase much. The result is 
that while the production is large its consumption 
is small and there is a crisis. To this it is objected 
that a* crisis is nearly always accompanied by high 
‘prices and high wages which does not show that the 
labourers do not share the increased national income. 


Even if it were true, it should not make mu c ] a 
difference for the labourers purchase mostly necessaries 
of life the demand for which does not vary mu c } 1% 
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while the employers spend upon luxuries and if they 
have to spend more they will purchase much more 
of the goods which would otherwise have remained 
unsold. A fourth theory is that of the Overcapitalis- 
ation or Competition theory which asserts that free 
competition puts no check on the num- 
ber of producers and prosperous condi- 
tions induce many more entrepreneurs 
to enter the field than are really want- 
ed with the inevitable crash coming at 
last. In reality there appears to the some truth in all 
of these and all combined would probably explain the 
phenomenon. The last, however, is the theory genera- 
lly accepted. When once a crisis is caused it tends 
to spread not only to all branches of economic activi- 
ties in one country but even to other countries. 
There is such an economic interdependence that a 
0 . disturbance any where can not fail to 

of crises. have some reaction over the whole 

economic sphere, and a crisis in one 
land tends to synchronise with those in other lands. 

The effects of an economic crisis are unemployment 
and general distress as already noticed. 
What is even more important is that 
these effects tend to leave a lasting result in a set- 
back to industry and commerce and indeed to the 
whole progress of the community. There is a general 
damping of enthusiasm and lack of confidence in 
others and in the prospects of industry and 
commerce. This prevents the proper development 
of the national resources and the national income is 
decreased, its economic power in the markets of the 
world is reduced. This decrease of national income 
and resources is reflected also in the decrease of the 
individual’s income and the intellectual and other 
progressive activities of society also are hampered. 


Over-capitali- 
sation or 
competition 
theory. 
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Thus an economic crisis has a wide influence on the 
society in which it occurs. 

The causes of these economic crises are those 
^ which produce the nonadiustment of 

the production to consumption or of 
the factors of production. They are liberty of work, 
the evolution of world markets, the introduction of 
machine and the phenomenal increase of capital and 
credit. We have already discussed how the extension 
of markets has made the calculations of demand and 
supply uncertain, and how the liberty of profession 
allowed by the doctrine of lassez faire has made' 
overproduction possible. We have also seen the part 
played by machinery in increasing production with 
extreme rapidity and increasing chances of over- 
production. The huge capital involved in huge- 
machineries makes it likely that the producers will 
go on producing even when his production is not 
wanted in the hope of getting at least the interest 
upon the capital invested. He does so as he cannot 
easily change the form of this capital, and so the 
capital employed in production is not adjusted to the 
needs by being employed only in the production of 
those things which are required. Moreover the 
factory system, the machinery, the large-scale produc- 
tion have all increased t-lie national 
capital^ ° wealth immensely, and naturally the 
1 capital or wealth saved also has increas- 

ed very much. This excessive capital is seeking, 
employment and often dislocates the productive 
machinery in its anxiety for work. 

The theory of one of the checks to this overproduc- 
tion and economic crisis is advanced 
Cheeks-Law of j g g * n “law 0 £ markets.’ 7 
markets. J , J , * - - - 

We have seen that an economic crisis is; 

a result of some non-adjustment, if this non-adjustment 


Increase of 
capital. 
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■could be removed the crisis can be averted. The 
non-adjustment consists in an excess of one thing 
-and a scarcity of another. * If either the excess 
■could be reduced or the scarcity be removed the 
adjustment will become normal again. To reduce an 
•excess is a hardship for it means causing a loss to a 
part of the community, and this will not save the- 
crisis as the loss will spread to the other parts also. 
The better way is to remove the scarcity by increasing 
production in the other branch, and then the balance 
will be in equilibrium again. Suppose there is an 
excess of cloth. It is harmful because there is no 
money to purchase it. There is no money because 
other people have earned the old amount of income 
and so they cannot spend more on cloth. If suppose 
all persons worked harder and increased the produc- 
tion in all their respective branches the proportion 
would be restored or in other words from their 
increased earnings they will be able to spend more 
on cloth and absorb the excess, and the adjustment 
of production to consumption will remain the same 
and the crisis will be averted. The law of markets, 
therefore, is that a commodity will be readily sold if 
with its increase there is also the increase in the 
production and number of other commodities. But 
the trouble is that though this law may be very well 
in theory yet it is seldom realised in practice for 
it is practically impossible for all production to 
increase simultaneously, specially when there is the 
extensive world market with all its uncertainties of 
calculation. One practical way of meeting the trouble, 
which lias often proved useful, is a 
policy! ° C Xt ' bold credit policy on the part of banks. 

1 f at such a time th C3 7 al so do not become 
panicky, are sparing in calling in their loans afford- 
ing their debtors time to tide over the difficulty, and 
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additional currency is supplied confidence may soon be. 
restored. Take the case of over-production in -clotli. 
The position of the cloth manufacturer becomes, 
difficult because his capital is locked up and he is 
unable to carry on without disposing off his goods, 
even below cost of production, or his capital may be 
a borrowed one, and a demand upon him may bring 
about his failure. But if he can receive credit he 
may hold on his stock for future and need not stop 
his work altogether. Even if the trouble is not 
remedied it will be greatly mitigated and a general 
crisis may be avoided. 

We have noticed that the development of large 
scale production leads to trusts and 
LlllM * combines. In - such a case it becomes 

possible to regulate production. In the guild system 
the number of producers in any particular line was 
regulated. In this case also as the whole or a major' 
part of the production of an article is controlled by 
one authority it becomes possible to regulate that 
production so as not to disturb the 
co o ns market. Besides trusts there can ^be 

may provide other kinds of combinations which 

a remedy. can do this work e. g. associations of 

producers can bring about agreements between the 
members for regulating and restricting production 
and this is often done now-a-days. There is another 
kind of combination which is in a way based on the 
law of markets. It consists in making a combine to 
purchase the excessive production and holding it for 
sale in better times, thus saving the producers from 
loss by creating demand for tlieir goods. Recently 
it was clone in America (U. S. A.) where a corporation 
was launched to take the excess of cotton from the 
market. 



CHAPTER XII. 


Localisation of Industry. 


‘Causes. 


Invitation of 
rulers. 


By localisation of industry is meant the concentra- 
tion of a particular branch of production in a particular 
locality. Eor example the jute industry is localised 
in Bengal, the cotton mills are mostly concentated 
in Bombay and Ahmedabad. The 
causes that produce this localisation are 
various. In old times one of the greatest causes of 
the growth of cities was the court of the prince, as 
^ it attracted artisans and traders to 

Loulid * supply the wants of the members of 

the court. And these artisans also produced high 
class goods for the comt. such goods not being 
saleable in other places to the same extent their 
production would naturally tend to concentrate in 
the capital cities. Another cause of localisation in 
those days was the invitation of a 
ruler to some artisans from another 
country and to settle them at a certain 
place. Such was the case when the Flemish weavers 
were invisted by an English King from Flanders to 
settle in England. Sometimes certain industries are 
concentrated in places of religious 
^ous CS )il"rU el1 " pilgrimages and health resorts. They 
mages. * relate to the commodities required 

by the visitors. Thus the making 
of brass idols is localised at Benares where numerous 
Besides these historical causes there 
are many economic ones, and the most 
important of these is the position of 
markets. Whei-e there is a necessity 
142 


pilgrims come. 


Position of 
markets. 
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for a commodity it will be produced there to supply 
the need. Some of the most difficult work in an 
industry is the marketting of the produce ; if the 
market is secure the commodity may be safely 
produced in large quantities, and without a market 
even a small production may lie on hands. So it is 
profitable to establish factories near the market for 
that commodity so that the produce may be easily 
absorbed. Other factors, however, may tend to 
localise an industry not near the markets but near 
the place where the supply of the raw 
Supply of raw ma t er i a l use d in that industry is 
hi ..tx. i plentiful ; this will be specially so 
when the raw materials are bulky while the finished 
product is not so, as is in the case of producing oil from 
seeds or sugar from sugar canes. It all depends 
whether it will be profitable to bring the raw material 
to a factory established near a market, or to establish 
the factory near the supply of raw materials and 
transport the produce to the market. What will have 
to be seen is that the produce is placed in the market 
at as cheap a price as possible, so whichever method 
decreases the cost of production will tend to be 
adopted. Similar considerations may tend to localise 
an industry near a place where the 
Supply of fuel srrpply of fuel is plentiful or near the 
or power. coa q fields ; as coal is_ used in 

producing steam. In the future, industries may be 

■ established at convenient places near about hydro- 

■ electric stations to take advantage of the electric 

power. Climate and soil are potent 
Climate and considerations in localising agricultural 
soiL industries. Thus tea is produced on 

mountain sides and tends to be localised at such 
places as Dehra Dun, Darjeeling and Assam. Dice 
requires plentiful water and is usually grown m places 
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Centre of 
communica- 
tion^ or 
go.ogi a, pineal 
facihtv. 


like Bengal, Burma, Dolira Dun. Cotton thrives well 
in the black soil o£ Central India. Industris connected 
with minerals tend to be localised 
Minerals. near the mines of those minerals with 

which they are connected. Sometimes geographical 
facilities also determine localisation, and the industries 
are established at central places where 
several lines of communications meet, 
so that the raw material can be brought 
and the goods transported to the mark- 
ets easily. Examples of this are Cawn- 
poro and Delhi. 

The advantages of localisation are many. The 
first is that as the people of that 
He r o d i H r y S phico keep to that production specially, 

S |.,1P ' and generation after generation, a 

kind of hereditary skill is developed 
and the produce is of a very fine quality. Such was the 
ease, with the famous Dacca muslin. Another advan- 
tage is that as the industry is mostly concentrated at 
that place, its resources and strength there are likely 
to be at their greatest, and highly specialised methods- 
will be adopted: because there will be 
SpotuahMuL nianv producers m the same line, 

UliU JllllOl V. " L 1 .1 • 

so each will prolu bv the experience or 
the others. This fact will also make it easy to make 
improvements and the adoption of those improvements 
will be rapid. The experts in that 
industry are collected there and any 
improvements. new idea will be speedily discussed and 
adopted. Many persons working at 
producing improvements wilL bring about great pro- 
otcss in the methods and machinery employed in the 
production. Such a place also affords a market for 
skill in that branch of production. Those who are 
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Market of skill. 


Subsidiary 

industries. 


skilled in that line will come to the 
place as they are likely to find employ- 
ment there where most of the work is done in that 
industry : and those who want artisans skilled in* 
that particular line of production will also come 
there to seek those artisans for these are most likely 
to be found at that place where that production is* 
concentrated. Then there is the great advantage of 
subsidiary industries. Subsidiary industries are those 
which help the main industry by 
performing some preliminary opera- 
tion or which utilize tlm waste or 
bye-products of the main industry localised there. 
So round this localised industry subsidiary industries 
are likely to grow up. Near woolen factories a felt- 
cap factory may be established to utilize the wool 
waste for making felt. The cost of the produce of 
these subsidiary industries using the waste or bye- 
products will be cheap on account of their getting* 
their raw material at a cheap cost and so they will 
be able to place their products in the market at a. 

low price. Moreover these subsidiary 
Vane tv and industries supply a variety of employ- 

employment. merit to the labourers there, and also- 
ensure a certain constancy of work. 


If a labourer is unable to find work in one industry 
he may be taken in another : and as the introduction 
of machinery has made the change easy this variety 
of work will ensure a certain degree of constancy. 
If the work in one industry is slack for some reason 
the work in the others may sustain the labourers,, 
and may enable them to tide over the difficulty. 
The main industry itself may sometimes carry on 
a little longer in slack "tynes on account of the 
revenue which it derives from its waste products. If 


Econ. 10 
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there were no subsidiary industries the concentration 
of only one kind of work in that locality would have 
been a disadvantage, for then if that industry were to 
suffer from slack times there would be no other work 
to do and the labourers would have had to migrate. 
The labourers being accustomed to only one kind of 
work would not find it very easy to go elsewhere 
and adopt a new industry altogether. 

The development of communications has got, a 
very great effect on localisation/* In 
communications. pl ace it enables industries to 

Localisation at be localised at places distant from 
different places, ^he market, because the finished 
product can be easily transported. For the same 
reason it may be localised at a distance from the 
centre of the supply of the raw material and may be est- 
ablished at a centre of communications or any other 
convenient place easily reached. But at the same 
time this development has also a decentralizing 
effect, for now the artisans can easily 
DecentraL sa- tQ ( pfj orent places and establish 

the same industry at various centres. 
For instance now the Benares brass worker may go 
to the Deccan and establish the same 
inertia 1 ' 1 ' 1 industry there. Ordinarily, however, 

an industry tends to remain localised 
at a place even when the original cause of localisa- 
tion has disappeared. This is called “industrial in- 
ertia. ” It is due to the great difficulty of making 
a change in the invested capital and the loss, that is 
likely to arise, of the custom that has become attached 
to that particular place. 



CHAPTER XIII. 


Cottage Industry. 

The social and the moral evils of the present day 
. industrial production have set people 
01 -con itions thinking again whether cottage 

industries could not be revived and so an examination 
of the subject is not without interest. The charac- 
teristic conditions under which cottage industry 
thrived in old days were the direct touch with the con- 
sumer and the absence of the competition of machine 
made goods. But both of these conditions are 
changed. Now production is done for distant markets, 
and the cottage producer cannot with his small 
resources get proper information as to what is 
wanted there. This difficulty can, in course of time, 
he removed by the development of the sources of 
information like bulletins and reports ; and in fact 
much progress has been effected in this direction but 
the other great difficulty of competition with machine- 
made goods remains. 

But the advantages are great, and we can appreciate 
them now as we have seen what the 
A vantages. disadvantages of the factory system, 
■so far as it affects the life of the labourer, are. The 
cottage producer leads a healthy moral life in his 
family. He looks after his dear ones, feels an inter- 
est in human things and the zest of life is not cloud- 
ed by the anxiety and excitement of the factory 
labourer. He leads a self-respecting and independent 
life in the country, an open-door health giving life, 
and at a smaller cost of living than the labourer in 
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the city. Those arc great advantages, in fact these 
are the things which make life worth living, and any 
economic organisation which does not secure them does 
not quite conduce to human welfare. It often ds the 
truth that labour produces wealth for the satisfaction 
of wants and not for the mere increase of wealth, 
that labour is at once the end and aim as well as 
the factor of production. To deprive it of the first 
character cannot lead to good and beneficial results 
in the long run. So even if these advantages can be 
secured at the cost, of some decrease of wealth they 
arc worth considering. 

However, the disadvantages also are too great to 
permit of a wholesale revival of 
Disadvantages- cottage production in the near future, 
production. I he cottage producer may produce 
independently or may produce for an 
employer. In the former case tlie chief disadvantages 
of his position are that he has to compete with machine 
made goods, and that his resources for marketting his 
goods are much smaller than those of his big com- 
petitor. the factory owner, or large-scale producer. 
The cost of his goods is higher as the costly specialis- 
ed machines are not available to him. and so he turns 
out the same work in much more time and with great- 
er expenditure of labour, the waste of bye-products, 
of implements and labour are groat in his case. And 
the finish of liis goods is not so good as those 
of the machine made ones. Then he lias not got great, 
advertising facilities, his resources are limited, and 
liis market is small. In spite of charging a higher 
margin of profit per article than the industrialist his 
gains are small. He could be satisfied with it and 
lead a simple life, but Ins position in this competi- 
tion is not- secure and he cannot firmly rely upon the 
continuity of even these small gains. 
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If he produces as a wage labourer for an em- 
. ployer but. working at home, as in the 

employer!. ° r case the match industry, then also he 
suffers under very great disadvantages. 
Firstly he does not enjoy 1 ' the protection of factory 
laws passed for the benefit of factory labourers 
prescribing conditions and time of work. The em- 
ployer will exploit his love of home and will take as 
much work from him as he can with the least possible 
payment. He will be at the employer’s mercy 
and can get work at home only on the employer’s 
conditions. What is more, even for this work he 
will not have security which a factory albourer has ? 
In the factory a great deal of capital is invested and 
iso even in slack times the employer will work the 
factory to some extent at least so as not to lose the 
interest, and this gives a greater certainty of work to 
the labourer in the factory than that of the cottage- 
worker, for in the latter’s case the employer has not 
invested anything in costly machines and may stop 
the work at any time. 

Cottage industries may be possible even now as 
supplementary to agricultural work, 
supplementary as is proposed by the “ ckarkha and 
to agriculture khaddar” movement to get cloth woven 
° r P 11 ? c 0 . 0 P e ‘ with handloom by the cultivator in 
i£4 > L ^ J his spare time, for there will not much 

consideration of the cost of production, and the 
producer will be satisfied with a small return because 


his mainstay will be agriculture. Or it may be 
successful with a system of cooperation, in which 
many * cottage producers may combine and market 
their produce jointly so as to have greater advertising 
facilities. They may get money on the credit of all 
to adopt improved handlooms. Some such weaving 
societies on the co-operative basis have been founded in 
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■ India. Another line in which cottage 

nal attention" industry even now prospers is of those 
and delicate commodities in producing which perso- 

workmanskip n al attention or delicate workmanship 
are required . . ± 

1 is required. I bus wood-cartmg will 

probably always retain this character. Such work 

cannot be performed with the help of mere machines. 

The jewellers and goldsmiths are other examples. 



CHAPTER XIV. 


Cost of Pboductiox. 

Now we may discuss the items to be included in 
. the cost of production of an article, 

nine eoets, CO sts are prime and secondary. 

Prime costs are those which are incurred specially 
for that particular commodity or quantity L or number 
of commodities, which would not have been incurred 
if that commodity or commodities had not been 
produced. Thus the cost of raw material used, the 
cost of labour used in producing those particular 
commodities and the power, whether of electricity or 
coal, used in their special production, as also the cost 
of any special advertisement to sell those com- 
modities only and the charges of transporting 
- them to the market, all these are prime costs. They 
would not have been lhcufred if that commodity or 
commodities were not produced. 

Secondary or supplementary costs of a commodity 
consist of the share of that commodity 
Supplementary { n the general cost of the business. 
costs? 011 ^ Thus a large amount of supervising 
labour of overseers, clerks, managers 
is employed to manage the factory, then there is the 
head manager and the organiser. All these help in the 
production of a large number of commodities, and 
their cost should be distributed over all the commo- 
dities produced in a given period of time. Similar 
is the case with the cost of the general advertisement 
bf the business, the interest paid upon the capital 
invested to the rent of the building, a margin of 
profit for the entrepreneur, and the depreciation of 
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"machinery ; all these make lip the secondary costs. 

The share of these costs which is 
il1 !J ,L ' charged to any particular quantity of 

produce is technically called its “oncost”. Prime 
costs are those which the entrepreneur has to pay 
from his pocket produce those particular goods, while 
the secondary costs are not paid specially for those 
goods. The capitalist, the land-lord, the entrepreneur 
and the manager may all be one person or they may 
be different persons altogether. Even in one man they 
represent several capacities. As a capitalist he is the 
person who saves wealth for being used as capital, as 
landlord he is the person who owns land, as a manager 
he is the person who supplies his specially skilled 
labour for this purpose, while as the entrepreneur he 
is t lie person who undertakes the responsibility and 
risks of the whole undertaking on his own shoulders. 
If the four persons are ditto rent then the capitalist, 
the landlord, and the manager are. not cone erned with 
the risks of the business, they will take their interest, 
rent, and salary, irrespective of whether the business 
is giving protits or is causing loss. Tf the four func- 
tions' are performed by the same man a return [or all 
these four should be included as a reward tor the 
four kinds of things that he is doing. The margin of 
pro (its is generally calculated from the rate prevailing 
in the market for that kind of work, just as the 
drapers in India charge an average rate of at least one 


anna per rupee. 

The importance of the distinction is this, that if an 
industry is passing through slack 
The importance times then the entrepreneur cannot 
tion. ° ( ^ mC turn out all his labourers, clerks, mana- 
gers, for if he does so he will lind it 
difficult to collect them together at a moment's 
notice when better times appear, and he might lose 
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much, in the time taken in reorganising the work. He 
will, therefore, like to keep them on as long as possi- 
ble. For this purpose he must carry on some pro- 
duction. He will produce some goods 
In slack tunes jy they pav him at least their prime 

must be paid. costs, though they may not pay their 
secondary costs. The secondary costs 
he will have to pay from his pocket even though he 
does not produce these goods, for he cannot bring out 
the capital invested in the machinery, nor he can leave 
the buildings, or recall the general advertisement. 
So all these costs he would have had to incur in any 
case, and the staff, he wants to keep on, would 
have been paid by him. So these costs he will he pre- 
pared to pay even how if by doing this he can keep 
his workers employed. But he must get" the prime 
•costs in any case, for if he does not get them also 
then he will lose these additional costs as well. In 


.such a case it would be better not to produce at all. 

Thus for the short period of the slack time, he 
would be willing to produce if he 
loiig 1 perfod. gets the prime costs at least, but this 
lie can not do for long periods. He 
•cannot permanently remain satisfied with prime costs 
and bear the secondary ones himself. In the long 
period he must get all his costs, prime and secondary, 
including the margin of profit, otherwise he will give 
up the production of those commodities. The total cost 
including the prime and the secondary ones forms the 
minimum which he must get ordinarily, but in 
•difficult times he will decrease the price to any extent, 


but not below the prime costs, so as to 
Keeping bis keep the control of his market. If 
he does not do so, then not only will 
there be a difficulty about keeping his staff, but there 
will be a chance for some other producer to come 
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into the field, supply cheap goods and capture his 
market. Indeed this question of market is even 
more important than that of keeping the staff, 
because in commercial transactions it is found that 
if people become habituated to deal with certain 
persons, they keep to that habit ; and so it becomes 
important for him to see that other producers are: 
not able to capture this habit of his customers. Or a. 
large producer may also sell his goods at prime costs 
in a foreign country on which he dumps his cheap* 
goods, while he realises all the supplementary costs 
from the produce old at home. This enables him to 
reap the advantage of increasing returns by produc- 
ing large quantities. 

It may be noticed that the above remarks apply 
mostly to manufacturing industries. 
ofthe aSC In agriculture the secondary costs are 

agriculturist. not much, as the capital involved in 
the implements and bullocks in India, 
is not great. If the condition of the market becomes 
bad after the raising of the crops then the agriculturist 
should get his prime costs as also the rent he will pay- 
to the landlord and a return for his own labour. If 
he does not get all these he will sell at- a loss, or if he- 
has a reserve from which to pay off the rent he will 
hold the crop to sell it at a later time ; but what is 
worthy of notice is that the distinction drawn above 
is not as important in his ease. He would not go on 
producing if the total costs are not realised. His 
period of production also is four, six, or twelve 
months for raising a crop, and so he cannot afford 
to go on producing at a loss for several seasons.- 
For him the vagaries of the natural elements are 
sufficient to engage his care, attention and anxiety r 
and he will not like to engage in another problem. 
The manufacturer has got no fixed seasons of this 



COST OF PRODUCTION 


155 - 


kind and his slack times do not last for a fixed period. 
At any time the conditions may better and he should 
be ready for it. Moreover the market of the cultivator 
is not such as may be captured by a rival permanently 
for in it there are no fancies and habits. His products . 
are primary necessities of life and will ever be 
demanded from whomsoever can produce them, but 
the manufacturer’s goods may depend upon designs*, 
and habits of use for their popularity. 



BOOK III. 


CHAPTER XV. 

Exchange. 

Economics enquires into the economic activities 
of man in society. In society a man 

S'departments. Produces with the help of others, and 
he satisfies his wants not only with 
his own production hut depends to a great extent on 
other' persons. His wants are so many that he can 
not produce all goods required to satisfy them 
himself. Consequently he concentrates on the pro- 
duction of some one thing which he can produce 
best and then exchanges his products with those of 
his fellow members of the community. This exchange 
is the second step necessary before the wants of men 
can be satisfied. The subject of exchange may be 
studied in three departments, viz. its general principles, 
the forms which the acts of exchange assume and 
the agency which helps in the successful performance 
of those acts, or in other words the principles, the 
forms and the machinery of exchange. In the 
principles will be studied the theories of value and 
the 0 equilibrium of demand and supply. Under 
u forms ?? will be discussed the principles of barter, 
money exchange, national exchange and international 
exchange, and in the machinery we shall study such 
, subjects as the markets and the banks. 

Value. 

The term value is used in two senses, one is sub- 
jective and the other is objective, 
vahie— utdity When we estimate the value of an 

.and value. object according to its usefulness to 

us, the value is subjective and is better 
156 



THEORY OF VALUE 


157 


expressed by the term “utility 7 ’. "When by value we 
mean the power of that object of commanding other 
objects in exchange it is objective, as the quality is 
possessed by the object. There may be wide ‘differ- 
ence between the two. Thus a blanket for a man 
shivering in cold will have an immense utility, it may 
save his life some-times, he would be prepared to* 
pay anything for it, but the exchange value of the 
blanket may be much less than what he might be 
willing to pay. Spectacles to a shortsighted man 
have an immense utility but they carry a small 
exchange value. The value with . which we are- 
concerned is the latter, as it is this which will deter- 
mine what the produce of the activities of a person 
will bring to him for satisfying his wants ; and we 
have to enquire what are the forces which determine 
this value-in-exchange of a commodity. The term 
value is generally used in this sense of exchange 
value. 


There are several theories trying to explain the 


Theories of 
value-in- 
exchange. 


cause of this value. The first theory 
is the labour theory which states that 
the value of a commodity is measured 
by the quantity of labour used in pro- 


ducing it. If it be objected that other things besides 


Sieory^ 0111 ' instruments are used in the process of 
production then it has to be remem- 
bered that those raw materials and instruments. 


labour, 


raw materials 


themselves possess labour value. This theory has 
the further advantage of supplying a measurable- 
quantity, the amount of human labour, as the basis 
of exchange value. This basis being human labour 
harmonises with the modern point of view of 
Economics in emphasising the human side of the 
science. 'But this theory is not in conformity with 
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facts. Firstly labour used in pro- 
Against facts. clucing an article is already expended 
and so its value should now be fixed. 
It may be said that the labour to be counted is not 
that used in the original production but the labour 
which will be required to replace the article now. 
But even with this change the theory is incorrect ; 
articles in which equal labour was exerted are not 
of equal value, thus gold and silver may have been* 
extracted with equal amounts of labour but their 
value will be different ; and this happens even where 
the labour in the two things is of the* same kind. 
If the labour were of two kinds, physical and in- 
tellectual, as is the case with a coolie and a writer, 
the contrast would have been still greater. Indeed 
there may be value in a commodity even before any 
labour is applied to it. Thus in the case of a sulphur 
spring the water may be valuable although no human 
labour be ever engaged in making that water sul- 
phuric. Similarly in the case of mines labour is exert- 
ed in bringing the mineral from below to the top but 
the mineral itself is not produced with human labour. 
It is placed there by nature for man’s use and enjoy- 
ment. Indeed even labour itself has value and if 
labour is the cause of value in commodities what is 
the cause of value in labour ? Then there may be 
objects on which much labour has been spent ,yet 
the}- carry no value on account of the labour being 
misdirected. A house built in a decaying town may 
have little value although it probably cost as much 
labour to build it as any other. These questions the 
labour theory cannot answer. In reality there are 
other factors also which affect value, and they are 
the scarcity of the product and its utility to the 
consumer. These characteristics can give value to 
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article although no labour has been used to 
produce it. 

The theory that value is equal to the cost of pro- 
n , ducing the article is a better theory 

tion theory. U °" ' t ^ larL the above one. It becomes still 
better when it is added that by the- 
oost of production is meant the cost of reproduction 
to replace that article. But this also is open to the- 
objection that there may be many things which have 
value and which have no cost of production, as they 
have been found as a gift of nature, they have value 
still because of their scarcity . 1 It is evident, indeed, 
that the conditions of the market do sometimes reduce 


it even below the cost of production. As shown in the 
-case of the labour theory there may be things which 
may have cost a great deal to produce but which may 
have little value. It is true that in the long run the 
value tends to be near the cost of production, or 
better, the cost of reproduction, but it only tends to be, 
•and there may be forces which prevent it from being 
so. Therefore no theory of value can be complete 
without those forces also being studied. 

In this connection we should also understand the 


terms margin of production and the producer’s surplus. 
Any thing is not produced in large quantities all at 
once, but is naturally produced in instalments, and in 
producing each instalment the producer will calculate 
whether it is worth while to produce more. The 
reason for this is that with every increase in the pro- 
duction the value of that article w r ill go down. In 
the case of the earlier instalments the value of the 


article was even more than the cost of production^ 
because the commodity was wanted very much and 


Margin of 
production. 


it was not to be found ; but later when 
a quantity of it is supplied the need 
becomes less and the value will go 
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down, and so will be nearer the cost of production. 
Now the point where the value is just equal to the 
cost of production is said to be the “margin of pro- 
duction” and the quantity of commodity 
production. produced at this point is called the 
marginal production. The produc- 
tion will not go further than this, because the 
further fall of value will give less than the cost of 
production and so will inflict a loss, and nobqdy will 
like to go on producing it at a loss. Under special 
circumstances one may go on producing even 
though he gets only the prime cost but this will 
be only for a short time and will not be continued 
indefinitely. 

It is to be noticed that the above description is 
. of a product of a manufacturing in- 

^Itwation. dustry ; in agricultural production 
also there will be a margin of pro- 
duction, but there the problem will be slightly differ- 
ent. Agriculture follows the law of diminishing 
returns and so the increasing production will be 
•effected at a greater cost. Consequently the culti- 
vator will produce more only if the demand is so* 
great as to give a value equal t) the increased cost 
of production of the new instalment. So long 
as tile value in the market is greater than the 
cost of production, owing to a great demand, the 
production will * go on increasing till the cost 
of production also increases so much that the 
value and the cost of cultivation, or the produc- 
tion of agricultural crops, become equal. This will 
be the margin of cultivation, for if the cultivation 
goes boy oikI this point the cost of cultivation will 
increase and then 4 will be a loss at the existing rate of 
value ; so the cultivation will stop there. The point of 
:*pitFerence between the margin of production fomanu- 
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fact ured goods an l the mi r gin of cultivaton, to bo 
clearly understood, is that, the former one is reached 
by the price becoming similar : the cost of the 
earlier instalments in the former case is greater than 
that of the subsequent ones (because a manufacturing 
industry follows the law of increasing returns and so 
with the increase in production it becomes possible 
to improve the organisation and decrease the cost) ; 
while in the latter case the cost of the earlier amounts, 
of production will be smaller than that of the 
subsequent ones. A falling off of the demand 
for a manufactured commodity will decrease its 
production because the value in the market will 
go down to a lower point even than the decreased 
cost of production , while a decrease in the demand for 
an agricultural produce will decrease the production 
because the increased cost of the last instalment 


will not be compensated. The results are the same but 
follow from a different cause. There is, however,, 
one result which is different. In the case of agricul- 


Producer’ s 
surplus. 


ture the value of the product will be 
equal to the cost of production of the 
last instalment, therefore the value of 


the previous instalments will be greater than their 
cost, because the value will be the same for 
all instalments but the costs of the earlier instal- 


ments will be smaller than those of the later ones, 
and so the producer of the earlier instalments will 
get a surplus over his costs of production. This is. 
called the producer’s surplus. There may be a 
producer’s surplus even in manufact- 
When possible uring industries under certain condi- 
tured^oods. tions. Suppose there is a large producer 
and a small producer. The costs of 
the former will be smaller than those of the latter*. 


Econ. 11. 
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and if the demand for the product is so great that 
it absorbs the; products of both of them, then the 
value must be sufficiently high to pay for the higher 
costs of the latter or the small producer. In that 
case the large producer will be getting a producer’ s 
surplus over his costs* * But we should .note that 
this producer’s surplus in the case of manufactured 
commodities will tend to be reduced by competition, 
for the large producer instead of being content with 
this surplus will rather decrease his price to sell 
lower than the small producer so as to get the whole 
market to himself. A producer's surplus will be 
reaped by a manufacturer when the demand for his 
commodity is very great and its supply is scarce, so 
that the purchasers are willing to pay a high price and 
the producer gets an extra profit. But new producers 
will enter the field and will, iu course of time, tend 
to bring the value again to the cost of production. In 
the case of agriculture this will not happen, because 
if the person who produces the first instalments* 
sells them at a lower price and attracts the demand 
more to himself he will sell off all his produce 
certainly, but if he wants to produce further to cap- 
ture the remaining demand then his costs will 
increase owing to the law of diminishing letuijns, 
and so lie will have to raise liis price again to the 
same level as before. This shows -that to meet that 
demand that price will he necessary and a 
producer’s surplus over the earlier instalments will 
be ineveitable. The price, of manufactured goods is 
capable of being lowered because they follow the 
law of increasing returns. We should now, there- 
fore, enquire into the causes which do not allow value 
to be equal to the cost of production in all cases. 

It is said that the value of a commodity is deter- 
mined by its utility to the purchaser. But we have 
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y . . ^ seen that in practice the utility of frn 

Ltilit} tieory art j c ] e iaa y ] je much greater than ,its 

•exchange value. Such is the case in the case of speeta r 
•cles for a short-sighted person. It is clear that this 
theory also in this crude form is unsatisfactory, and 
so is presented in the form of the 
utiU tv theory. “marginal utility theory." This theory 

depends on one fact and that is that 
human wants are limited in intensity : that is why 
they can be satisfied. If they had been unlimited in 
intensity then it would have been impossible to satis- 
fy them at all. If one is hungry and gets a loaf his 
hunger is reduced and he does not require as many 
loaves for his satisfaction as he required previously ; 
how he wants one less. If he gets one more his 
hunger is further reduced ; and this goes on progres- 
sively till he is quite satisfied and full. If he is asked 
to take more he will refuse: and it he is forced to take 
lie will fret but may take one more, but if he is oblig- 
ed to take more still he will feel pain, and it will be 
physically impossible for him to do so. The loaves 
had utility for him till he was satisfied, and at that 
point the utility ceased : beyond that it was change 
ed into discomfort. Before satisfaction the utility of 
the various loaves of bread was different to him. 
If a person is very very hungry and he finds that all 
the shops in the place, in which he happens to be, 
are closed, then he will be very anxious to gefifootj and 
will be prepared to pay more than the usual price, 
because his want is great and the supply is small. If 
at such a time somebody tells him that he has a loaf 
but will take R-s 1/- for the loaf, although the 
usual price of the loaf be only one eighth of a 
rupee or two annas, he will purchase it. But one 
loaf does not satisfy him and so he wants an- 
other. The seller wants the same one rupee for that 
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also, but the purchaser, being a little satisfied, will 
rather move on and take the chance of getting cheaper 
food at some other place. For the first loaf he would 
have given even five rupees as he was dying of 
hunger, but for the next loaf he will not pay more 
than twelve annas. The seller seeing him move 
agrees to give one more loaf for 12 annas. The pur- 
chaser wants one more loaf but will not pay more 
than six annas for it. The seller gives the third loaf 
also. Now the man wants just one more to satisfy 
him completely, but he is not very hungry and so 
is not willing to give more than two annas, and he 
gets the fourth loaf as well. A fifth loaf he will 
not take even though it be of a smaller price, 
except that he might purchase one or two as a reserve 
against such an emergency in the future. But other- 
wise in the present, he is satisfied. Now the utility 
of the last instalment wiheli he is just willing to take 
is called the marginal utility . Beyond this the commo- 
dity begins to have a disutility for him. Suppose if 
all the four loaves were offered for sale to him at the 
very first instead of being brought out one by one 
temptingly before him, then be would have offered 
the same price for all, or annas two per loaf, or annas- 
eight for the four. Although the utility of the first 
second and third was greater than that of the last or 
the fourth, but the price will be determined by the utility 
of the last or the marginal loaf, as in these four loaves, 
there is no difference between the first, 
Total utility second, third and fourth. They are inter- 

surplus. changeable. Jb or one he pays a price 

equal to his utility, on the other loaves 
begets a surplus of utility. For the first loaf he would 
have given anything even to five rupees and so its. 
utility was equal to the utility of five rupees to him. 
That of the second was equal to twelve annas, that 
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of the third six annas and of the fourth two annas. 
So the total utility of all the four loaves was equal 
to Rs. 5 + annas 12 + 6 annas ~f~ 2 annas = Rs 6 
annas 4, but he gets all the four loaves for eight 
annas only and so enjoys a surplus of five rupees 
twelve annas. This is called the consumer’s surplus 
or the surplus of utilities which a consumer of certain 
commodities enjoys above the price paid by him for 
those commodities. Sometimes it may happen that 
the second object may have a greater utility than 
the first, as when the owner of a horse desires an- 
other similar one to make a pair, and he will be pre- 
pared to pay for the second even more than he paid 
for the first ; a stamp collector may pay for a hundreth 
stamp required to complete his collection a very high 
price. Another thing to remember is that the instal- 
ments have to be proper ones to make the decrease 
of utility perceptible. But in general for all practical 
purposes t lie law of marginal utility holds good. 

Such points become quite clear by the use of 
T t , • -l • , graphs and drawing curves. Such 

curves enable the whole thing to be 
understood at a glance, and are very helpful in finding 
out price levels. Therefore we will illustrate the 
above with a curve here. Draw two lines and OB 
and OA at right angles or perpendicular to each other. 
Mark along one line the instalments of loaves as shown 
on OA. Along the other line mark the utility as on 
OB. Now the utility of the first loaf is Rs. 5/- so 
draw a line fiom the mark Rs. 5/- parallel to OA 
and another from the mark of the 1st. loaf parallel 
to OB. These two lines cut at the point P. Similarly 
make the points Q. R. S. to represent the utilities of 
the 2nd, 3rd, and 4th loaves. Then join these 
points P. Q. R. S, and the curve PQRS will be the 
required utility curve. It shows how great the utility 
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of the first loaf is when a person' is very very hungry, 
aiid it also shows how rapidly the utility decreases 
when the first loaf is obtained, for the descent oL* PQ 
is very steep, and thereafter the decrease in utility 
is not so rapid and the descent of QR and RS is Loss 
rapid than that of PQ. Further the rectangle, ODSA 
represents the price, of eight annas paid for all the 
four loaves at the. rate of two annas each, and the 
figure BBPS represents the consumer's surplus 
over the price paid. Stich a figure brings out all 
these [joints (juite graphically and makes a clear 
impression on the. mind. It is very easy to construct 
and very helpful to understanding. We shall see 
in the chapter on demand and supply that the 
equilibrium of demand and supply determining, 
i lu» price of a commodity m easily and accurately 
obtained by tins intereMing method. 

From the above it will be (dear that the marginal 


Fin.il utility 
theory tlu 
right oni' t 

available at 


utility S determines the price of the 
loaves, but tlii< is on the condition 
that the supply of four loaves F 
forthcoming. If four loaves are not 
all, if only three can he got then the 


utility of the last or the third loaf will determine 
the price of all the three and the rectangle OCRN 
will represent the price paid and the figure OBPR 
the consumer’s surplus. If only two loaves are 


available then the point Q will determine the price 


of the two, and if only one loaf then its price one 
rupee, will he represented by the point X. This 
point F not on our utility curve because the utility 
of this instalment was much greater and is repre- 
sented by the point P : it was by accident that 
the loaf was being got at Rs. 1 giving a surplus of 
four rupees worth of utility to the consumer. This 
indicates that the value of a commodity is not deter- 
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mined by the utility of the last useful instalment, 
but by the utility of the last purchased instalment. 
This latter also is called marginal utility, as it is 
the utility of the instalment which is at the margin 
in the sense that beyond it the price to be paid is 
more than the utility derived from the next instal- 
ment of the commodity. Above it the price paid 
is less than the utility derived, and a consumer’s 
surplus is reaped. This point of marginal utility is 
moving, and moves up and down with the increase 
and decrease of the price. When the supply increases 
the utility of the last available additional instalment 
decreases and so does the price. If the supply 
decreases the low r er instalments are not available, 
and the utility of the last available instalment is 
higher, and so the price is higher. An advantage 
in this conception is that it takes account of the 
supply side also. If the cost of production of the 
commodity is higher than the utility of the lower 
instalments, the lower instalments will not be sup- 
plied by the sellers, for by doing so they will suffer a 
loss. Value will be determined at the point where 
the utility to the purchaser is so great as to enable 
him to pay at least the cost price of the commodity 
and where the utility is just equal to the price paid 
that will be the point of marginal utility. This 
conception of margin, as the point where the cost 
and gain are just equal, runs throughout the science. 
In the case of utility the term marginal utility, 
therefore, is ambiguous. From the pure subjective 
point of view it refers to the utility of the last useful 
instalment, beyond which the commodity is useless 
or may even have disutility. On the other hand in 
exchange it is the utility of the instalment of which 
the price is just equal to the utility derived. An- 
other term, which is used, is final utility. The two 
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terms are used as convertible and the theory may 
as well be called the final utility theory, but margi- 
nal utility is now more generally used. 

It is suggested that to remove the ambiguity one 
of the terms may be reserved for one of the con- 
cepts. Thus as ‘"marginal” is used for a similar idea 
in other connections also marginal utility may be 
used only in relation to exchange, while “final utility” 
may be reserved for the subjective idea. Total utility 
and marginal utility vary inversely. If the marginal 
utility rises then the total utility decreases as now 
fewer instalments enter into the total. If the margin 
goes down the total utility increases, and it is great- 
est when the marginal utility 7 is at zero. Thus it is 
a paradox that a commodity is most useful when it is 
valueless, on account of abundance. 

We have used two terms, value and price, for 
the same idea, but now we should 
weenTXe an<l understand the difference Value is 
price. the power which a commodity posses- 

ses of commanding other commodities 
in exchange. This value when expressed in terms 
of money is price. Both are exchange relations. 
Value only denotes this relation while price ex- 
presses it in the form of a general measure, money. 



CHAPTER XVI. 


Demand and Supply. 

AVe Lave seen tLe forces that affect and determine 
■value or price and now let us enquire how this value 
or price is actually determined in the market where 
there are many sellers and many purchasers of the 
■same kind of goods. It is a very interesting subject. 

So far we have considered the individual seller 
Value h w ail d ^ ie * }K ^ v ^ ua ^ purchaser, but in 
determined in the ma hket there are many of each 
the market. class. Each one will be actuated by 
similar motives peculiar to his class. 
Thus the buyers will estimate the value according 
to the utility of the goods to them compared with 
the prices demanded by the dealers and then striking 
a final utility or the utility of the commodity checked 
by its supply. On the other side the dealers will look 
-at the persons roaming in the market or the number 
they expect to be out-searching for a particular commo- 
dify, the price they appear to be willing to pay and the 
cost of the article they have to sell. The}^ will sell if 
the price is near the cost. If they find the purchasers 
many they will demand a high price, if the purchasers 
are not many they will take a lower price. Supposing 
there are ten cloth dealers in the market of a town 
A. They hear one day that an order has been passed 
in the local school prescribing a school uniform. 
The cloth dealers expect a great demand for that 
kind of cloth. How we should remember that it is 
liklely that some of the dealers might have purchased 
the stock a long time back, some might have just 
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received a fresh stock, different dealers might, have 
taken from different producers, there might be even 
a slight difference in texture but not a very appreci- 
able oue. So the costs of the different dealers would 
be different. On the other hand some of the students 
may already have old uniforms, but as they are 
old they might be willing to take cloth for making 
new ones. Other students not being very rich would 
he willing to take good cloth of that kind only if 
the. price is cheap, if it is not, they will rather take 
some, other cheaper cloth of a similar colour, or in 
other words the utilities of the students are different. 


Let us make a table. Suppose the students are one 
hundred in number each wanting 6 yards. Of these 
sixty will take the cloth at a price of about. 7 annas 
per yard, say fifteen are willing to take it even at 
ten annas a yard, while say fifteen 
have old uniforms and will take only 
Ml ‘ ' at 5 annas per yard, while ten will 

take only if it is four annas per yard otherwise they 
will take some cheap cloth or if no substitute is 
available they will rather hear punishment or leave 
the school, being too poor to pay more. Then the 


total demand at each price will be : — 

<Yt. an nas 1 0 per yard 1 5 students willing to take 90 yards 
„ 7 „ 75 „ „ 450 „ 

5 „ 90 „ „ 540 „ 

„ 4 „ 100 „ „ 600 „ 

Such a fable showing the demand for a commodity at 
various prices is called the Demand Schedule.. By 
demand is not meant the mere wish to- 
Demand defined. p urc .base, but when that wish is 

hacked by a willingness to pay the price it becomes 
a demand at that price. Similarly a table showin 
the supply available at various prices is called 
Supply Schedule. As in the case of demand we should 
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o , . , differentiate between stock and supply, 

amfsupplv- “ ’ The stock consists of the available 

schedule.' quantity of a commodity, while supply 

. 5 ' is the quantity which is offered for 

sale at a particular price. Let us construct a supply 
schedule. The dealers already know that there is. 
likely to be a great demand for that particular kind of 
cloth so they will try to realise a high price. Suppos- 
ing a party of students comes to a dealer hut does 
not. offer a sufficiently high price, then the dealer 
will not sell, he will rather wait, because he knows 
that there will be other students coming*. And as 
every dealer knows this, he will be a 
t LtvdelnSl. Httle .tiff- If the demand had not 
been great then the dealers instead o± 
being stiff would have invited the prospective pur- 
chasers to look into' their shop, each would have 
tried to catch the purchasers before another rival 
should have the occasion to speak to him. ITe would 
show the purchaser good cloth at a cheap price so 
that the purchaser may not go empty handed and be 
caught by another dealer. They would decrease the 
price as much as they can. Anyway in the present 
case the demand is great so the dealers will be hard 
in their prices. But they will not. be too stiff, because 
if they demand an exhorbitant price the rule of the 
uniform may be changed on the representation of the 
students, or, what is more probable, the students may 
collectively order the cloth from some producer in 
another town. Besides, some of the dealers have old 
stock and may be willing to take a little less than 
the others, or those whose supply is slightly inferior 
will want a lower price while those whose cost is 
high will require a high price to be paid. Supposing 
of the ten dealers six are willing to sell at 9 annas . 
per yard and can supply 400 yards. Two are willing. 
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to sell at 7 annas per yard but have got only 100 
yards to sell. One will sell only at 10 annas per 
yard and has got another 100 yards and the tenth 
has got 200 yards and is willing to take 6 annas per 
yard. The supply schedule will be: — 

At 6 annas per yard cloth offered 200 yards. 


5 1 i n 77 300 ,, 

77 9 77 ,7 700 ,. 

77 10 „ „ 800 

These schedules, however, represent only the prices 
at which the purchasers and the sellers 
are prepared to sell or purchase. The 
transactions will not be made at diffe- 
rent rates. It' a dealer who is willing 
to sell at a cheaper rate also sees 
the students are purchasing els where at a 
rate and ho also sees that the demand 
is great then he will also stick to the same 
price, and as the students have paid that price 
elsewhere they will be willing to pay him also. If 
on the other hand the demand were small then the 
would have lowered the price : some of 
would have purchased from him, and 
have gone to the dear seller and would 
have taxed him with dear selling and would have 
insisted on paying the same low price as was being 
paid at the other shop, and the dealer seeing that 
the demand was not great would have lowered the 
price. Thus the same price would rule for all trans- 
actions. The dealers as well as the purchasers would 
always try to keep themselves informed as to what 
was being generally demanded by other dealers 
and what was being paid by the purchasers easily. 
Tlie 1 uv l* This tendency of one price to rule for 
“Indiifenmce/ 5 ^ 1C yame commodity in a market at 
a particular time is called the law 


O on si Her at ions 
actuating 
sellers and 
Imycr^-how 
one pnoo rules. 

t hat- 
ing her 


cheap seller 
tin 1 , students 
others would 
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Sometimes 
prices may 
be different. 


of indifference. The difference of purchasers or* 
sellers or of the quantity of the commodity does not 
matter. But the commodity should be of the same 
quality. For different qualities the prices will 
naturally be different. It is true that sometimes 
there is a slight difference in the price 
when there is a competition between 
different dealers, but ultimately it 
also tends to one price for t lie- 
other dealers also will reduce if one reduces till 
the limit of reduction is reached. This limit is the 
cost which they have invested in the goods. Simil- 
arly if some purchasers pay highly, others also, who 
require the commodity very much, will be willing to 
pay high prices, while others who are not willing to 
pay so high will keep out. The limit to this high 
payment will be the utility of the goods to the 
purchasers. 

But very high and very low prices cannot remain 
for a long time. Supposing that some 
t^comYto 11 ' 1 need y purchasers do pay a high price, 
one level. they will not be able to take up the 

whole supply of the market, and so 
the remaining dealers will sell at a lower rate to the 
large body of purchasers who had kept out at the 
higher price. The possiblity of this will make the 
needy purchasers also hesitate before paying a high 
price, because they will understand that sooner or- 
later the general body of the -sellers will sell at a 
lower price so as to sell their stock, and so they will 
wait. Similarly on the other side even if a few 
sellers sell cheap, it will not satisfy the whole 
demand, and the purchasers most pay a higher rate 
to the general body of the sellers so that the whole 
demand may be satisfied. The cheap sellers also- 
will understand this and will wait for that opportunity" 
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to sell better. Thus one price will tend to be 
established and the price will be 
Where the that at which the largest body of 

of transactions seiiers and purchasers can agree to- 
take place or gether or the largest number of tran- 
quillity of ^actions can be effected or in other 

goods i's sold. words at which the largest amount 
of the commodity can be sold. This 
will be quite clear if we make curves from these 
schedules. The two above schedules combined 
in one are : — 


Demand schedule At price Supply schedule, 
in annas 

90 vards 10 800 vds. 

i)o 9 700 do 

4o() do 7 $300 do 

Do (> ‘200 do 

540 do 5 

(>()() do 4 

At 4 and 5 annas there is a large number oL* buy- 
ers but no sellers. At 10. annas there is a large 
number of sellers but few buyers. At 9 annas sellers 
are many but purchasers are few still. At 7 and (> 
annas the whole demand cannot be satisfied. The 
price will bo somewhere between 7 and 9 annas lie- 
cause at 7 annas 300 yards are already available and 
for taking J50 more the purc-hasers must laise the 
price a little more so that more sellers may sell. The 
price cannot be between 7 and (> because then the- 
se Hers will decrease further and the demand will be 
'Still less satisfied. So it will be somewhere between 
7 and 9 annas that the largest numbers of buyers 
and sellers will come together and that point will fix 
the prices for the others also. This price wo shall 
know exactly by drawing supply and demand curves 
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^aiAcI the point where they will cross will indicate the 
price that will rule. 

Draw the abscissa and the ordinate and mark off 


_ prices along one and the ntmil)er of 

niYne ' prices 1 yards along the other. First draw the 

accurately. demand curve D x I) 3 D ;; D 4 by mark- 
ing these points at the crossings of 
straight lines drawn from 90, 450, 540, 000 yards and 
those drawn at right angles to these from 10 annas, 
7 annas, 5 annas and 4 annas. Join these points and 
the demand curve is formed. Similarly draw the 


supply curve S x S 2 S 2 S* by drawing lines from the 
respective yards and prices. Both these curves cross 
each other at the point P and this point represents 
the price at which the largest quantity of cloth will 
be sold. Draw a line from P perpendicular to OB 
meeting it at K. K will be the pri&e. Then draw 
a line from P perpendicular to OA meeting OA at 
L. L will be the number of yards sold at this rate. 


That is the price wall be 7 annas and 6 pies and at 
the price 410 yards will be sold. Moreover the shape 
of the curves shows the tendencies of the demand 


aud supply and give an idea of the stiffness of the 
demand and supply by the direction and degree of 
the slope of the curves. This is, then, the way in 
which the price is actually determined in the market. 
In the ease of world markets the whole sale prices 
are published in bulletins and reports and the dealers 
keep themselves well informed of the prospective 
supplies and demand from trade reports ; so even 


In world 
markets. 

marketrules 


though there is no particular mar- 
ket place for the whole world the 
price of commodities with a -world 
at nearly the same figure because 


of these reports and informations. Goods move 
from a cheaper to a dearer market place bring- 
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ing the value at the two places again to the same- 
lev el except for the cost of transit etc. 

From the above it will be clear that with the 


Effects of 
decrease or 
increase of 
demand and 
supply. 


increase in the demand for a commodity 
its price tends to increase, the sellers 
become more stiff and insist on a 
higher price than they would otherwise 
have done, and the intensity of the 


demand forces the purchasers to agree to the higher 


Short period- 
on value- 


rate. If some purchasers do not, others 
will, and so all will agree. On the 
other hand if the demand is small the 


sellers will be anxious to sell off their goods to the 
first buyer they can catch lest by delay they lose the 
buyers altogether. On the other hand the buyers will 
feel more secure of getting the commodity and will 
offer less than they would otherwise have done and 
so the decrease in demand will lower the price. The 
opposite effects will follow an increase or decrease 
in supply. In the former case the price will de- 
crease, and in the latter case the price will increase. 
An increase in the supply will have the same effect 
as a decrease of demand, in both cases the comparative 
relation between the supply and the demand will be 
of a supply greater than the demand. In both cases 
the dealers will be anxious to sell their stock and so 


will be prepared to take as low a price as possible. 
Similarly the comparative relation is the same when 
the demand increases or the supply decreases and in 
both cases a high price will rule. When the price 
is falling, due to any of these reasons, it may fall even 
to prime costs so that the dealer may not lose his. 
customers, and as the time is only a short period he 
may be willing even to bear a little loss for the sake 
of his market. In his case the prime costs will 
consist of the actual price or the cost of the co- 
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minodity lie paid to the piodueer, the cost of freight 
and any taxes, like octroi, paid by him. He will 
not charge for his labour, tor the capital invested, 
and for the rent of the shop, all of which will be the 
secondary costs as shown already. It may sometimes 
even go lower when the market is very bad with no 
prospects of bettering in the near future, for then he 
may desire to disengage his capital to employ it in 
more profitable work, and may, for this purpose, even 
suffer some loss. On the other hand when the price 
is rising it can rise up to the final utility of the 
buyers. This final utility will be higher with a 
decreased supply or an increased demand. In short 
periods this increase or decrease in demand or supply 
is due to some accidental reasons and so the price 
may be higher than the cost of production and the 
, producers may reap a producer's 

S^lusrealised. surplus both in manufacturing and 
agricultural industries. 

The effect in a short period of an increase in 
• demand will be to increase the price. 

This increase in price will tend to 
increase the supply. As larger profits 
are to be realised the supply of that commodity will 
be sought out and placed upon the market. But 
this new supply will come only from the increased 
working of the existing sources of supply, or the 
existing plant and machinery, for there is not suffi- 
cient time for increasing the amount of plant and 
machinery itself. If on the other hand the price rises 
on account of a decrease in supply some of the 
demand will fall off because of this increase ; and 
this increase in price will tend to increase the 
supply as well bringing about an adjustment. In all 
cases the short period increase of supply will be- 

Econ. 12 
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limited by the existing means of production, and in 
the case of ilic agricultural produce by the existing 
amount of the particular produce, because in agricul- 
ture a commodity can be produced only in accordance 
'with seasons and in a comparatively long time, and 
so the supply will remain the same. In both cases 
the short period supply price will increase. In the 
other case of a short period falling of demand, 
prices will be lower and the existing means of 
production will not be fully worked, but there will 
not be sufficient time to change the capital invested 
to other work : the producers will go on pro- 
ducing hut to a smaller extent and may accept a 
price near the prime costs, unless there be a danger 
of his spoiling the market for future by accepting 
too low a price; in that case he will rather stop the 
production, or it, ma3^ result in a general agreement 
of producers to curtail production so as to decrease 
the supply sufficiently to bring the relation of the 
demand and supply again to the same point. In the 
case of agricultural production, as the produce is 
already there and no decrease or increase in any 
particular production can be effected before the 
next season, the supply will be reduced only by 
being held over. If it is not held over and there is 
an increase in the supply then the price will go down, 
This fall will, in its turn, make the cultivator turn 
some of the land, which previously grew the par- 
ticular crop, to some other use in the next season 
but in the existing period the supply will be deter- 
mined by the quantity of produced already grown. 
In all cases in short periods the limiting condition 
of the existing means of supply will remain. One 
point remains to be noticed in this connection. 
"When the price falls the producers will be willing to 
take up to the prime costs. But it is only theoreti- 
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cally that only the prime costs enter into a short 
period supply price : actually the price will be higher 
than the prime costs, specially in cases where a 
great deal of capital is invested and so the pro- 
portion of the secondary costs is great. In such a 
case a part of the secondary costs also will have to 
be realised. As the supply from the existing sources 
is necessarily limited, therefore in a short period 
the intensity of the demand will be the predominent 
factor in determining price. 

In the long period the means of production 
. have time to be adjusted to the require- 
on^upply°and nients of the market. If the price 

•demand. remains increased for a long time the 

increased profits will induce new 
capitalists to join that line of production, and the old 
producers will increase their plants and improve 
their organisation. The result will be the same 
whether the price is increased on account of the 
demand increasing or the supply decreasing. In both 
cases the old relation will tend to be established, and 
the price will tend to reach its normal equilibrium. 
On the other hand if the price remains low for a long 
time, the producers in that branch will change the 
direction of their work and will take to some other 
production, and thus the supply will tend to become 
permanently decreased, and the equilibrium of demand 
and supply will be again established. The effect will 
be the same whether the fall is due to a lasting 
decrease of the demand or to an increase of the 
supply. Long period is not any fixed period 
of time. It will vary for different industries. 
It depends on the time taken by new entrepreneurs 
coming into the field and setting up new organiza- 
tions. In modern conditions it often takes years to 
set up a new factory and bring it into working order. 
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When new sources of supply hare come into play they 
will tend to decrease the price by their competition 
till the price is equal to the cost of reproduction. 
Therefore in the long period the cost of reproducing 
the marginal supply will be the predominent factor in 
determining price. 

But this normal equilibrium does not mean exactly 
On Value the same price but a condition of stable 

equilibrium. In the short period the 
adjustment of production to the needs is not complete, 
hence the equilibrium oi the existing demand and 
supply is unstable i. e. is likely to be changed in course 
of time very soon. In the long period production 
has had time to be. completely adjusted to the needs 
and so the equilibrium will be as stable as it was 
before the disturbance. But the price may be different 
in spite of this equilibrium, or in other words the 
equilibrium maybe effected at a different price. Tims 
supposing that a permanent increase of the demand 
causes an increase in the. imams of production and an 
improved organisation of the productive system. In 
manufacturing* industries whore the law of increasing 
returns acts, this increase of demand and supply will 
lower cost of production and the price permanently, 
and the new equilibrium price will be different from 
the previous one. 1 f the industry follows the law of 
diminishing* returns then their will be an increase in 
the cost of production and the new stable equilibrium 
will bo established at a higher price. In the converse 
case if the supply decreases than the long term equili- 
brium price will be higher in the case of manufactures 
and lower in the cast* of the agricultural industries. 
Apart from this, while an underlying stable equili- 
brium rules the actual price may vary from day to day 
within certain limits on account of the temporary 
variations in the conditions of demand and supply. 
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AV e saw that, in the short period an increase in 
Producer's price may give a producer's surplus to 
surplus. both manufacturers and agriculturists, 

but in the long period the surplus will still be gained 
by the agriculturist, for he produces his crops some 
at a higher and others at a lower cost, and the cost of 
the last instalments, or the higher cost, will determine 
the price. Therefore, he will get a surplus over the 
previous instalments. In the case of the manufacturer 
If there is a surplus other competitors will try to cut it 
down by selling at a lower price and he will be forced 
to sell at a rate ecpial to Iris total cost of production 
unless he has a monopoly of the production. 

The term normal does not mean any specific 
Tlie term point which may he said to be per- 

normal. manent for all time. It means only a 

condition of stable equilibrium, and 
there also the stability is not guarranteed for ever. 
All that it means is that the supply has adjusted 
itself properly and enduringly fo the present con- 
ditions of the demand, but there may.be a new dis- 
turbance to the supply or the demand, and the equi- 
librium may be disturbed, but it will tend to estab- 
■v i , Hsh itself again in course of time, 
sub-normal practice while this underlying ten- 

prices. deucy to a lasting equilibrium is al- 

ways working, temporary and acciden- 
tal causes are ever varying the price even from day 
to day. Under these variations will be observed a 
certain price which, forms the basis of these variations. 
That under King price is called the normal price 
and the short period variations the subnormal prices. 

Just as the increase or decrease of demand for, or 
The law of supply of a commodity affects its 

demand and price, similarly a rise or fall Of its 
sl TPly- price will affect its demand and sup- 
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ply. According to the law of demand an increase in 
price decreases the demand and a decrease in the price 
increases the demand. The law of supply states that 
an increase in price increases the supply and a de- 
crease decreases it. How this happens has already 
beeu seen. "Where the effect on the demand or sup- 
ply of a rise or fall in price is not great 
demand and the demand or supply is said to he 
supply. rigid or inelastic. Take the case of 

food grains. If their prices rise people will not give 
up eating. It is no doubt possible that very poor 
people may find it difficult to make the two ends 
meet, but generally there will be little difference. 
Consumers will spend less in other things and will 
spend more in food grains but the quantity of food 
demanded will remain very nearly the same. . Nor 
will increased price lead to a great increase in the 
supply. All the available land is likely to have been 
taken up already, and further intensifying the 
cultivation will mean increasing the cost. Cost will 
be increased till it is equal to the increased price, 
provided that the increase in demand indicated by 
the higher price is permanent. But this will not 
put very large new supplies of agricultural produce 
on the market, because a permanent increase in the 
demand is not likely to be great in proportion 
to the old demand, for population, or other consump- 
tion of agricultural produce, does not vary so 
suddenly or so much : the increase in price will 
neither decrease the demand ^ery much nor will it 
increase the supply to any great extent. Similarly a 
fall in price will not increase the demand much, 
because a lower price cannot make persons eat more 
than is necessary to satisfy their hunger. The tall 
in price may, however, decrease the supply by throwing 
the marginal cultivators out of the production 7 
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but this decrease will tend to be readjusted by the 
continuing demand: so although the fall in price may 
for sometime result in food grains being sold cheap 
or being held over till better times, still there will be 
little change in the normal yearly supply. So food 
grains are said to have a rigid demand and supply. 
This is true of food grains general^ taken together, 
but particular food grains may have a more flexible 
Flexible or or elastic supply and demand on 
elastic. account of the principle of substitution, 

or the fact that where the value of a 
commodity is more than an individual can afford he 
will substitute it with something cheaper and nearly 
as useful, though slightly inferior, in his consumption. 
Thus if the value of wheat increases very much 
many people will give it up and will begin to use 
Jwar and Bajra, the millets, instead. Similarly if the 
price falls very low many people may give up J war 
and Bajra and may begin to take wheat. On the 
other hand if wheat be very cheap some cultivators 
will give up wheat growing and will grow some 
more valuable crop, and if it becomes very dear they 
may give up growing other crops and may take to 
wheat. But even such flexibility is not so great 
in the case of food grains as it is in the case of 
articles of luxury. If watches become cheap 
their sales are likely to increase very much and if 
they become dear their sales will fall off. An increase 
in their price will increase the supply and a decrease 
in price will decrease it. Similar would be the case 
with the higher qualities of cloth. Flexibility or 
elasticity means the liability of being increased or 
decreased appreciably by a slight increase or decrease 
of price. The greater the response to the price the 
greater is the flexibility. Rigidity and flexibility are 
relative terms and are different in the case of 
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•different commodities. Those commodities .-which* 
liave many uses, the consumption of which can be 1 
postponed, or substitutes for which are easily found 
have an elastic demand, for these characteristics make ' 
some reduction in consumption always possible. When 
~ , prices are very high only those for 

elasticity. whom price does not, matter will pur- 

chase. If the price is very low then all 
those who desire to purchase are lildy to have taken 
the goods already. At such points the elasticity 
is small. Again things having several sources of 
supply, or the supply of which can be quickly in- 
creased have an elastic supply. At very high prices 
the supply is not likely to be very elastic, because the 
margin of profit is likely to be so great as to have 
already induced all those producers, who can produce 
that article, to put their supply on the marked. 
Necessaries of life and those commodities which 
depend more on naiund elements tha«i on human in- 
genuity for their production are likely to be inelastic 
in their supply and demand. This distinction is very 
important for the purpose ot taxrion. because if a 
government wants to derive a. revenue by taxing a 
commodity, then if its demand and supply are rigid 
the tax will yield a. great revenue, for the increase 
in the price caused bv the tax will not decrease the 
demand. It will be sold as much as before and large 
proceeds from the tax will hr- collected by the govern- 
ment. if tile demand or supply were 4 flexible the 
revenue would not have been very great. It also 
helps us in finding whether a product- can bear a 
monopoly price, because if its demand is rigid then 
the increase of price wili not affect the sales very much, 
and the monopolist will reap the advantage. 

Normal demand and supply do not mean any 
fixed demand and supply, nor do they mean average 
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_ demand and supplv over a number of 
STjpf“ years- Normal demand and supply 
mean tlie usual demand ami supply 
which under the given conditions is expected to 
he present. Special, accidental or passing circums- 
tances will make them different. Apart from 
such special conditions, the demand or supply 
which- would remain will he the normal one* Its 
rough idea may be given by the average, but 
the average is not really the normal, for in cal- 
culating the average various special factors also 
have been included. The normal demand or supply 
may never be realised accurately in practice, for at 
all times some special factor or other might be 
working, but it will form the broad base in which 
the special variations will occur. The normal itself 
may become different if some special factors become 
permanent features, and increase or decrease the 
normal demand or supply of a commodity permanently. 
For example an increase in population will increase 
the normal demand for food grains : a change in 
the standard of living of a society will change 
demand. On the other hand a general change in the 
method of production of a commodity will vary its 
normal supply. The introduction of the steam engine 
was such a change. 

A demand for things which directly satisfy our 
wants is "said to be direct demand, 
Dirert and _ while the demand for things required to' 

direct dem an cl . be used to produce such a directly satis- 
fying commodity is called an indirect 
■or derived demand. Tims the demand for caps is a 
T . , . direct demand, but a demand for 

Jomt demand. tQ ma p e ca p S i s a derived demand. 

'The derived demand would not exist if there be no 
•direct demand. A commodity directly satisfying 
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wants may require several tilings to produce it. 
In the case of the cap we require felt, ribbon, cloth 
and cardboard. All these are said to have a joint 

demand. They will all be required in a certain 

proportion. If the supply of felt becomes less 

then the use of the others also will be decreased. 

The result will be that the increase in the price of 
the scarce article, felt, will decrease the prices of 
the other articles forming the joint demand. As the 
demand for caps is not rigid, and the substitution of one 
hind of caps with another is easy, the producer 
will not like to increase the price of the caps much, 
and the increase in the price of felt will be borne 
partly by himself by being content with smaller 
profits, and partly by the other factors used in 
producing caps. If the demand for caps were in- 
elastic or rigid then this increase would have been 
thrown mostly upon the consumers by increasing the 
price of the caps. The variation in the price 
of felt will disturb the conditions of demand and 
supply of the other factors of the joint demand, 
unless a cheaper substitute for felt itself he found 
and used. 


Where one commodity is used for various purposes 
then all the uses form a composite 

(lemand lte demand for that commodity. Thus 

paper may he required for hooks, 
newspapers, stationery, and packing. The demand 
for all these uses will make up the total demand for 
paper. These demands will compete with one an- 
other to get hold of the supply. In 

relation to the supply these various 
u “‘ iiuu demands are said to be competitive. 


Competitive 

demands. 


An increase in any one of them will affect the others. 
It will increase the price of the whole commodity 
and will limit its supply for other uses. Then the in-- 
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crease of price due to the limitation of the supply 
for those uses will tend to be distributed on other 
factors of the joint demands of those uses. So the 
disturbance in one place will spread 

oUhesTfacts. °y er a lar S e area This gives us an 
idea of the complicated economic rela- 
tions which obtain in practice, and also shows us how 
wide must be the vision in discussing any particular 
economic problem. 

Like demand, the supply also may be direct and 
derived. Where a thing is produced 
for its own sake its supply is said to be 


Direct and 
derived supply. 


direct. The wheat crops are grown 
for the purpose of getting wheat. But with it straw 
is produced at the same time. It has a derived supply. 

Where several things are produced at the same 
time from the same source they are 
Joint supply. said to have a joint supply. Coke 
and gas are derived from coal and 
form a joint supply. In producing cotton, seed also 
is produced. In these cases the total cost of pro- 
ducing the whole joint supply must be realised from 
the sale of all the supplies. If one product is more 
in demand than the other, then the price of the 
former will be high and of the latter will be low. 
And it should be sufficiently high to compensate for 
the smallness of the other. India exports wheat, 
the joint product straw of the exported wheat remains 
in the country. As there are not many uses for 
straw in India, its price cannot be very high, for its 
supply is great, and so the cost of producing both 
the straw and the wheat must be met in a large part 
from the sale of wheat. If new uses for straw can 
be found the value of wheat can become lower 


because a part of the costs will be thrown over 
the strays England imports wheat and so does not 
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get. straw with it. Consequently the price of straw 
there will be high ; and a wheat producer in England 
can get a good part of his cost from the straw and 
can lower the price of wheat to be able to sell in com- 
petition with imported wheat. The waste and bye- 
products in an industry form a joint supply and 
have a similar influence. The production of the bye- 
product is always limited by the production of the 
main product. An increased demand for the bye-pro- 
duct will increase its supply only if its price rises 
sufficiently to absorb the loss that may be caused by 
lowering the price of the 111am product, as the supply 
of that also will be increased at the same time. 

"Where several commodities compete for satisfying 
p the same want they are said to cons- 

supplv. bL ° titute- a composite supply. It is this 
possibility which makes the applica- 
tion of the principle of substitution possible. "With 
, iv-iixvt to the want, the supply of each 

hl ot the, commodities n said to be com- 

1 pedtive. When several commodities 

cm be ust‘d in producing a commodity, or in satis- 
fying a want, an inerease in the price of one of them 
is likely to ea use. an increase in the price ot the others 
as well, because on account of its increase in price 
its demand will fall and that for its other rivals will 
increase, increasing their prices also. Similarly a 
decrease in its price or an increase in its supply will 
cause a. fall in tin 1 prices of the others, as it will now 
be used more than before, and so will doorcase the de- 
mand for the competing supplies. Then this effect oil 
each of those commodities will spread to their compam- 
T lu‘ mipov- (ms in ^ l( ' j oint supply , and joint and 
taiM*f n t t lu'ir composite demand. It shows numerous 
stu< f N • cross connections and forces which utli- 

matelv determine the actual value of a commodity. 



CHAPTER XVII. 


Forms of Exchange — Barter. 

Having discussed the principles of the determina- 
tion of value in exchange we have 
Two classes. now to examine the forms which an 
act of exchange may take. These 
forms may be classed from the point of view of the 
kind or the extent of the operation. In the former 
will be treated barter and money exchange and under 
the latter will be discussed the national and the 
international exchange. 

Barter is an exchange of a commodity for a 
commodity. This form brings out 
Barter. the principle and purpose of exchange 

very clearly. Exchange is meant 
to enable a man to satisfy those wants of his for 
which lie does not produce the necessary goods, by 
getting those goods from others. Man lives in 
society and has many wants. He cannot produce 
all the goods he needs himself, and so depends on 
other members of the society. It is this mutual 
dependence and cooperation which builds up a 
corporate life. But if a person expects to take goods 
from others he must himself give to others some 
tiling in exchange. Indeed when a person produces 
only one thing continuously, lie is likely to produce 
it more than is necessary for the satisfaction of his 
own wants. Therefore he will have spare goods 
which he would, with advantage, exchange with others 
for the things which he wants. This will enable 
him to get rid of superfluous objects and at the same 
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time procure commodities which he requires. Without 
such an exchange of goods it would become impossible 
for a person to satisfy his numerous wants. The 
form of barter, in which a commodity is exchanged 
for a commodity, brings out the fact that the 
purpose of exchange is to obtain a commodity to 
satisfy our wants. 

The great advantage of this act of exchange is that 
each party give a product which he 
tales' Yan ’ does not need so much and gets some- 

thing which he requires more. The 
utility of the thing obtained in exchange is greater 
than the utility of the thing given in exchange to 
each of the persons engaged in the act. If this 
were not so, no exchange would have been made. 

; Suppose A has got a cap and B has a book and 
both agree to exchange the two, then the book 
must have a greater utility for A than the cap. 
If the cap and the book had been of equal 
utility to A he would not have taken the trouble of 
the exchange. A will compare the value of the cap 
and the book on the basis of labour that he spent in 
making the cap and the labour he would have had 
to spend in making the book. If the latter is 
not less than the former he will not be a loser. If it 


is less than he will never exchange ; he will not make 
extra caps, but will make a book also. He makes that 
which he can make easily, and takes that which he 
cannot so easily make himself. But as he wants 
the book, its utility is naturally greater than that of 
his own spare production. The same would be the 
case with B. Therefore by the act of exchange both 
A and B will be adding to the utilities which they 
possess. The exchange will leave them in a better 
position than they were before, arid so there will be an 
increase in the total utility of the two parties. The 
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.act will bo advantageous to both. 


But the form of barter has got. many serious 
defects which has led to its injection, 
advantages. ancl substitution by money exchange. 

In the first place for barter it is 
necessary that there should be personal contact of 
the two parties so that each may see fully well 
whether the other’s product is such as is likely to 
satisfy his wants. Before the exchange takes place 
several conditions must be satisfied. When the two 
parties meet they must both possess the article wanted 
by the other and which they themselves are willing 
do part with. One must find a person who has what 
-one wants and at the same time who wants what one 
has. It is technically termed a double 

Snce necessary, coincidence If any of these eharac- 

tensties is absent the exchange will 
not be made. Even if both of these conditions are 
.satisfied there should be a third condition that the 
value of the products of both must be nearly the 
same. If to each of them the value of the other’s 
article is a little more than that of his own the 


Double coinci- 
dence necessary. 

not- be made. 


-exchange will be made, otherwise not. If A considers 
B’s book only half as valuable as his cap there will 
be no exchange for the cap cannot be divided into 
two ; by doing so its utility would be destroyed. 
Where things are exchanged with money, goods of 
•any value may be exchanged because money can be 
divided into any number of parts. A fourth difficulty 
is that whatever is got in exchange can satisfy only 
that particular want which it is designed to satisfy, 
and if by chance the necessity of such satisfaction 
is gone the article would remain useless. Thus the 
book got in exchange for the cap may cease to be 
useful to A after a short time; then A must go through 
another operation of barter so as to exchange the 
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boob for something more useful. In case of money 

exchange the money obtained in exchange for one’s 

commodity may be used for any purpose whatever. 

All these difficulties limit the transactions by barter 

m . very much. The transactions which 

Transactions i • * • 

limited in a P erson can clear . m a given period 

number and of time can be only a small number. 
s * ze ' for each transaction will take a certain 

time in the two parties with the exact things necessary 
for the exchange being found, and then the size of 
the transaction should be small for huge transactions 
would be difficult to negotiate and work on the 
barter system. , Consequently the system cannot 
remain with the development of trade and industry. 
It is sometimes said that the foreign trade of a country 
is like barter, for there the imports * and exports 
pay each other without any money being passed. 

But this is not quite accurate for 
Is foreign although no money is passed the 

imports and exports are both calculated 
in the terms of some money, and thus the intermediate 
stage of calculation on the basis of money is present 
there as well. It is an accident that, no money is 
actually paid and entries against each other are 
balanced, otherwise the position is really as if money 
liad passed hands. Further, the interposition of 
money calculation makes the double coincidence of 
barter unnecessary in international exchange. A 
nation may very well purchase from one nation and 
sell to another, and yet settle the accounts without 
paying more as we shall see later. 



CHAPTER XVIII. 


Money Exchange. 

To escape tlie difficulties of barter they invented 
. a new mode of exchange. We 

a common° ne ^ remember that the greatest difficulty 
medium of was the coming together of two persons 
exchange. with the right commodities to exchange. 
This was now avoided by the adoption of a general 
medium of exchange. Probably what happened was 
that some day a person exchanging his goods with 
another got a large quantity of some such product 
as wheat, a commodity which everybody likes because 
of its general use. and as the quantity was large it 
was not used all at once but remained with him. and 
when he wanted something else he used the same 
wheat for the exchange, and other persons also freely 
accepted wheat as it was useful for them. Thus, 
perhaps, the discovery of a general medium of 
exchange was made, and once made it must have 
spread far and wide because of its usefulness. Money 
is, then, that commodity which is accepted generally 
in exchange for all commodities, or in other words is 
the common medium of exchange. 

This characteristic of a common medium makes 
, certain other things necessary. In 
money-Medium tlie case ox bartei when a commodity 
of exchange. was exchanged for a commodity the 
other commodity was taken because it 
was wanted for use immediately. Money is taken not 
because it will satisfy some want directly, but because 
it will enable us to get what we want as soon as we 

Econ, 13 193 
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-come ac cross a person who has the desired thing, and 
we shall he able to get that thing even though we do 
not possess what he wants. We do possess money, 
which he will take, and with which he will purchase 
his own requirements later. Therefore, it is 
necessary that we should be able to keep that money 
with us for the time of waiting till we purhase 
something with it, or in other words the money 
should act as a store of value. 
k tore o va ue. '\\7} ien we use that money at a time 

subsequent to our acquiring it, it is necessary that its 
value should remain the same in the interval so that 


we may get as much value when we purchase as we 
gave when we sold our commodity. Similarly if a person 
takes our commodity but promises to pay the money 
a few days after, and we agree to it, as we have no 
immediate necessity for money, then after those few 
days the money we receive should be of equal value 
to the value of the commodity which we sold. It is 


Standard of 

deferred 

payments. 


the standard of deferred payments or 
payments postponed to a future time. 
Therefore its value at both points in 


time must be the same. If it is not then 


some party will bear the loss. If the value is more 
than before then the person who makes the payment 
will suffer, if it is less the payee will lose. 

Then money should be such as may give us the 
value of all kinds of things, whether of 
value ^ and small value or large value. For this 

common purpose it should be capable of per- 

measure^of forming two functions ; it must act 

account! as a standard of value, and secondly 

- it must work as a common measure of 


account. Thus in measuring length, a foot is the 
standard and then any length can be measured in 
terms of the foot, whether it be less or more than a 
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foot. It may be half a foot or six feet, or as it is 
more conveniently expressed, it may be six inches or 
two yards. In other words money must provide the 
measurement of a unit of value and then that unit 
must be capable of being multiplied or sub-divided in 
the form of money, so that commodities of all values 
may be measured and a proper account may be kept. 
This account becomes more important where the 
payments deferred by a person to some other time 
are several, then all the payments can be added into 
one. It should be noted that these functions of 
money become necessary because money is not taken 
for direct use but merely for being kept and used to 
purchase any and all commodities, or is used as a 
•common medium of exchange. 

To perform these functions efficiently a good 
money should have several qualities, 
^oodnionev— To a common medium of exchange 
Acceptability, it should be generally acceptable, for 
then alone it will be able to act as 
a means of exchange for all commodities possessed 
by different persons. As a person taking money in 
exchange for his commodity takes it not for direct 
use but only for passing it on to another in pur- 
chase of his goods, he will not look very minutely 
to the quality of money he receives, because all 
that he cares for is that the money should be ac- 
cepted by others also. Therefore, if the money is 
such that its quality is perceived only if looked at 
-carefully no body will accept it, as it will be too 
great a trouble. Money should be 
Cognizability. such as can be easily recognised 
so that nobody may be deceived. 
Further the quality of money should be uniform 
so that, much trouble may not 
Uniformity. have to be taken in distinguishing 



196 


ELEMENTS OF ECONOMIC PRINCIPLES 


tli e values of different qualities. If it is not 
uniform but is of different qualities then the value 
of commodities will be different in the terms of the 
different qualities and this will introduce an incon- 
venient complication into the accounts. So a money 
which has a uniform quality will 
Yal liability. "be preferred. Then the money should 
be valuable, then alone it will be 
accepted in exchange and will be able to act as a 
standard of value ; anything cannot be money, e. g. 
saw dust cannot be used as money. It should be 
not only valuable but should be capable of being 
divided into parts of equal value so 
Divisibility. that it may act as a common measure 
of value and account for all values 
small or great. A diamond is very valuable but if 
it is divided into parts the value of all the parts 
taken together is not equal to the old value of the 
diamond, for the value of a diamond increases more 
than proportionately with an increase in its 
size. Further as money is used as a general 
medium of exchange, a standard of deferred pay- 
ments and store of value it should 
Portability. have the qualities of portability, 
durability, and stability. It should 
be portable so that it may be taken to any place 
where we expect to find our desired things. In barter 
a person had to carry a cap for exchanging . it 
with a book. If he now first exchanges it with 
money, which is wheat, and he gets twenty 
seers of wheat then he will be at a disadvan- 
tage, for now he will have so heavy a weight, 
to carry to the bookseller. Therefore, money 

should be such as may have a large value in small 
bulk so as to be easily portable. Then it should not 
be perishable. If ice is used as money it will melt in 
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^ . mo time and the value will be lost, 

destructibilitv. io guard against such a happening it 
is necessary that the commodity used 
as money should be durable, indestructible or impe- 
rishable. It should not be merely capable of being 
stored but should also be stable in 
Stability. value. If it. is merely of passing value, 

dependent upon the whims and fancies 
•of the moment then it cannot he a fit object for 
storing value. Honey should lie such that it is 
not only generally acceptable at the time but 
is likely to remain acceptable in the future also 
at the same value as before. Only then will a person 
be willing to accept it in exchange for all his commo- 
dities, even though he does not want to use the 
money at once, for he can use it whenever he likes 
without any diminution of its value. 
Availability. A substance may have these qualities 
and yet may not be adopted as money 
because of its scarcity, e.rj. platinum. It should be 
available in sufficient quantities to 
Malleability. serve the purpose of a currency. In 
the case of metals used for money an- 
other quality required is that of malleability, so that, the 
metals may be easily made into coins and may receive 
a good impression. 

Many things have been used as money in former 
times. At places even oxen have been 
"Forms of money, used as money. But t-liey clearly suf- 
fered from certain disadvantages. 
They could not be easily portable or divisible. To 
store oxen also would mean feeding 
Oxen. them. Other forms of money have 

been hides, wheat, tin, copper, silver, 
gold and many others. In the case of 
hides they cannot be generally accept- 


Hides. 
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able, all people will not like them, nor have they any 
great value. Grain is no doubt valuable and is 
generally useful and acceptable. It 
Grain. is also divisible, as it may be divided 

into any number of parts of equal 
value. But it is not easily portable, nor is it indes- 
tructible like the metals. Wheat is liable to rot. Then 
its value is not likely to be stable for the value will 
depend on each year’s production, when the crops are 
good wheat will be plentiful and so less valuable. If the 
crops are not good wheat will be scarce and its value 
will be great. Still it has been used as money more 
than many other things excepting the metals. Even 
now in the villages in the interior villagers do often 
purchase things from the vendors with wheat. Village 
labour is still paid by the customary quota of grain 
in numerous villages. But these are now rather the 
exceptions. By far the overwhelming majority of 
transactions are effected with the help of metallic 
money or its representative, the paper money or notes. 

Amongst the metals tin and cop- 
Tin and copper, per suffer from many drawbacks. They 
are not so attractive as gold and silver, 
nor are they so valuable. Then they are not so port- 
able. Gold and silver carry great value in small 
bulk, whereas a great quantity of tin and copper will 
have to be carried for small values. Moreover tin 
cannot be so well impressed with a design or certi- 
ficate of value to make it a coin. It also rusts and 
is not so durable. So gold and silver have been gen- 
erally accepted as money and are issued in the form 
of coins with a certificate of value minted on them 
by the government. 

With the introduction of money the old transae- 
^ tion of barter or exchange of com- 

The transactions _ 

sale and purchase, modify for commodity IS now spilt up 
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into two parts, tlie 
A person wanting to 
with some other one, 
use, will first sell his 


sale ami the purchase, 
exchange his commodity 
which he requires for his 
commodity for money, and 


then with the help of that money he can purchase 
the commodity he requires. He can do more, he can 
use only a part of the money to purchase just as 
much of the commodity as he requires, and use the 
rest of the money for purchasing other commodities 
for his use. He could not liaye done so in the case 
of barter. There he would liaye got a commodity in 
exchange. If lie did not want to use the whole of 
it at the time, it remained with him useless, and he 
could purchase something else with it 
ISTo personal only by going through another trails- 
sary aCt neceS " action of barter. Further as money 
is a general medium and measure of 
exchange, it can be used any where and eyen from 
a distance for purchasing tilings. All that is required, 
is that one should know how much money the distant 
producer wants for his produce : send that money 
and get the product. This facility has increased the 
number of transactions, as all the difficulties and 
delays of barter are avoided. Now 


Larger and 
more transac- 
tions possible. 


even large works can be undertaken 
and huge transactions made, for the 


money required to pay for them can 
be collected in any quantities. 

Money is accepted as a general measure and 
_ medium of exchange because it is 

o/money 7 " 1 U<3 generally valued. So money has its 


i general measure and 
exchange because it is 
ued. So money lias its 
If it were not. used as 


money it would have that value still. Though gold 
or silver may not be used as money, still people will 
purchase them for making ornamants, plates and 
other tilings. When they are used for currency, the 
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demand for them is increased and so their value also 
is increased in the market. 

Pieces of these metals are made into coins i. e. 

stamped with a certificate of value by 
What is a coin, the government so that it may not be 
necesary to weigh the pieces each time 
they are used, otherwise it would have been very 
inconvenient. The function of stamping is performed 
by the government on account of its high authority. 
If it were done by a private person that person might 
make an illicit gain by stamping a wrong certificate. 
Such a certificated piece is called a coin. Every coin, 
or other money, has an intrinsic value 
Intrinsic value, which is the value of the material of 
which that money is composed. It is 
the market value of the piece of metal. It has also 
a currency value or the value which 
Currency value, it carries as a unit of money, or 
in other words the value which is 
stamped or certified on its face. In a good or sound 
money the intrinsic value and the currency value 
are equal. It is said to be good for 
Equal ^in goo then the money performs its functions 
money properly. It is a common measure of 

exchange and a store of value and so as such it 
should contain the value which it professes to contain, 
for then alone it will be a current and an accurate 
measure of the value of other commodities, with 
which it is exchanged, at all times. But sometimes 
it is not so. When the metallic or intrinsic value 
is greater than the currency value 
Heavy money, it is called heavy money. Such money 
does not remain in circulation for a 
long time, because in circulation it carries less 
value as currency than its metallic value, so it 
is melted and sold away. Sometimes the intrinsic 
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money used in a country lias also an exchange 


Exchange 

value. 


The meaning 
of value of 
♦monev. 


-value is slightly less than its currency value, then 
it is called light money. Such money 
Light money. is bad money tor it does not give 
what it professes to give. This is due 
to a mistake in taking the proper weight in minting, 
or is due to wear and tear. Besides these the 

value 

or a value in terms of the currency 
of some other country, as for example 
the value of the rupee in terms of the 
English currency is now-a-days Is. Hd. 

The value of money means the commodities 
which one unit of that money can 
purchase. The value of the com- 
modities is measured in terms of 
money, and the value of the money 
used is equal to the commodities got in exchange for 
that money. Just as the value of a commodity is said 
to change as a larger or smaller amount of money 
is required to purchase a given amount of that com- 
modity. similarly the value of money 
is said to rise or fall according as one 
unit of that money purchases a larger 
or smaller amount of the commodities than before. 

If money becomes more valuable, or 
purchases more it is said to be appre- 
ciated, and if it becomes less valuable 
it is said to be depreciated. The 
mauses of this rise or fall in the value of money may 
be several. When the price of tie 
Causes. metal of which the money is made 

rises the value of the money also 
"will rise, and if the value of the metal falls the value 
of the money will fall. If the gold 
■ value^of i th.e^ e production, or the production of silver 

metal . 0 6 is decreased their price will rise : if 


Bise or fall of 
this value. 


Appreciation 
and deprecia- 
tion. 
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it is increased the price will fall. Or if people 
begin to use much gold or silver in making 
ornaments thereby increasing the demand for 
either metal, the price of that metal will rise : and if 
they begin to sell their ornaments, the supply of the 
metal will be increased in the market and its demand 
decreased, so its price will fall. The same results will 
follow if instead of an increase or 
decrease of decrease of the metal used as money 

goods. there is an increase or decrease of 

goods, or commodities. In such a case 
the value of the commodities will vary. If there is 
an increase in their supply, then their value in terms 
of money will fall that is they will become cheap ; or 
in other words the value of money will rise, that i^ 
a unit of money will now be equal to a larger 
quantity of the commodities than before. If there 
is a decrease in the supply of commodities then 
they will become dear in terms of money or money 
will become cheap in terms of commodities. The- 
same result will follow if the dearness or cheapness 
of the commodities is due to an increase or decrease 
of the demand for them. 

A third cause of the increase or decrease in the 
value of money is the inflation or 
Inflation of deflation of money, or the undue 
money. expansion or contraction of a currency. 

A money is said to be inflated when 
its quantity in the currency is more than is required 
to affect the usual transactions. Thus even though 
the supply of the commodities as well as of the metal 
used in the money is the same, still if the coins, or 
other form of money in currency, are greater than 
before the value of money will fall. People will not 
higgle very much with the dealer, but will readily* 
give the price he wants if they have enongh money.. 
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Moreover tliev -will tvant to purchase more and enjoy 
their good fortune. This will have the same effect 
as if the demand for the commodites were increased, 
and so their prices will increase and the value of 
money will fall. If on the other hand there is less 
Deflation money than is required to effect the 

usual transactions the money is said to 
be deflated and its value increases. When a person 
has not much money he thinks twice, before he spends 
it, and so his demand for things decreases. At the 
same time the dealers also require money and as it is 
difficult to get, they become anxious to get it even 
though they have to sell their goods at a little lower 
price. The result is that the prices of things in terms 
of money fall or the value of money increases. This is 
in accordance wdtli the law r of demand and supply, for 
when the amount of money is excessive in a currency 
its value should fall ; vdien its amount is less its value 


should naturally rise. When stated as a tendency 
that “ prices vary in proportion to the 
theorvot quantity of money in circulation, 

money. other things being equal " it is called 

the quantitative theory of money. In 
reality, however, the fixing of the proportion is 
not quite so easy, specialty under modern condi- 
tions when credit has expanded so much that the 
calculation of the total w r ork done bv monev and 


credit is nearly impossible. The law may be 
true only if all the credit instruments are included, 
as they also act as an increase of money ; and then 
the efficiency of the wdiole, money and credit, must 
be known, for what affects the prices is not hoarded 
money but the money which is doing w T ork. The 


Effective 

money. 


effectiveness of such mony is measured 
by the fetal amount of transactions 
effected by it. This active money 
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is called effective money. 

But it should be remembered that often brisk trade 
and high prices, and slack trade and low prices may 
co-exist. In this case the prices are governed not 
merely by the effective money but also by the condi- 
tions of demand and supply of the commodities them- 
selves. For such matters the usual phrase “other things 
being equal” provides a safeguard. The effect of in- 
- crease or decrease of money is easily demonstrated in 
the operations of deflation and inflation. Therefore, 
the value of money may change not only because of 
a change in the condition of the demand and supply of 
its metal, or of the money itself, but also by a 
chang in the demand and supply of the commodities. 
In the former case the cause of the change is . in 
the money itself, while in the latter case it is in 
the commodites, for it is really they that change. 
A test to find out whether the change is due to a 
change m the money or in the commodities is that 
if there is a general change of prices in nearly all the 
commodities, the change is of nearly the same extent, 
and if there is no other general cause present, then 
the change is probably due to the conditions of the 
money supply. There may be a change in the supply 
or the demand of the money metal or of thg money. 
If the increase in prices is not general but is only in 
some commodities, then probably the cause of the 
change is in those commodities themselves. 

We have considered above the inflation or deflation 
of money or in other words the supply 
of money, but the value of money may 
increase if the demand for money is 


Demand for 
money. 


increased, and may decrease if the demand decreases. 
The demand for money consists in the number of 
transactions waiting to be effected with the help of 
money. This number does not depend merely upon 
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the supply or demand of commodities, but on the 
general development of trade and commerce as well 
as industry, or in general on the increase of the 
economic activities. Development of communica- 
tions, adoption of efficient methods of production, all 
lead to an increase of economic activity and so to the 
increase of the work to be done by money. On the 
other hand economic crises, famines, isolation and ail 


causes which make people idle, and which decrease their 
economic activity lead to a decrease in the demand for 
money. . This _ is the reason why in the harvesting 
seasons in India money is required more than in the 
other parts of the year. One indication of the money 
becoming scarce, or its value rising, or its demand 
-o , , . , , increasing is the rise in the rate of 

the measure. mtere p and every year at the harvest 
tune the bank rate is higher than it is 
in the rest of the year. This rise of interest rate is not 
merely an indication but also a kind of measure of 
the scarcity of money ; the higher the rate of interest 
the greater is the scarcity. 

But from whatever cause the change in the value 
of money might proceed the change is 
stability 1 ^ 6 ° not} desirable. It is very important 
value. J that the value of money should 

remain stable. Money has to fulfil 
two functions, the one is that it acts as a store 


two functions, the one is that it act 
of value and the other is that it acts as 


standard 


for deferred payments. If its value changes between 
the two points in time then the person who has 
stored it will suffer a loss or reap a gain as the value 
of money falls or rises. When a person has to pay 
another the sum he borrowd sometime back, then if 
the value of money has fallen tjaen the debtor is the 
gainer and the creditor is the loser, and if it has risen, 
he pays more value than he borrowed, although he 
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pays the same amount of money. We should re- 
member that money is merely a medium of exchange. 
It is not taken to be used directly for eating or satis- 
fying any other wants, but it is taken for purchasing 
other commodities. So when money is borrowed, 
what is borrowed is the power of purchasing things 
for satisfying the wants, and when it is repaid 
the same power should be repaid, but if the value of 
money has changed in the meantime, this power will be 
changed. It will be greater or less as the commodities 
commanded in exchange are more or less than they 
were when the money was borrowed. To keep this 
power at the same point it is necessary that the value 
of money should be kept stable. Various schemes to 
do this have been proposed but none has been quite 
, successful, because it is difficult or rather impossible 
to regulate the conditions of demand and supply of 
all the commodities. 

One method, index numbers, has been proposed not 
to regulate the prices of commodities 
Index numbers. to S \ 10W the rise or fall in general 

of the prices, so that if the value of money is 
varied according to this variation in prices for the pur- 
pose of calculating what the debtors should pay, then 
they will be paying nearly the same purchasing power 
as they borrowed. If the index number has increased, 
showing arise in prices, say of 50 °/ 0 the value of money 
will be taken to have decreased by 50 °/ 0 and so the debtor 
, should pay so much more. If the index number has 
fallen the value of money is said to have increased and 
, so the debtor should pay so much less to pay the same 
purchasing power. The index number, however, is 
not used to determine the legal relation of debtor and 
creditor. It is neither very reliable, for all the 
hundreds of commodities cannot be included in its 
calculations, nor is it quite easy to get accurate data 
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■of universal application. Index numbers prepared 
at different places vary, and to appreciate tlieir value 
it is necessary to know the particulars of tlieir calcula- 
tions, the commodities selected, the period of average, 
and the weiglitage given. But the index numbers do 
indicate the general rise or fall of prices in a very 
convenient way, and for this purpose they are very 
generally used. To frame an index number first a 
number of commodities, which are most generally 
used, are chosen, and their prices at a given period A 
are taken and added. But all commodities are not 
equally important to the general consumer, and so to 
avoid any undue influence being exerted by the 
tVeio-litao’e. prices of all commodities being included 
and the whole being simply added up, 
the prices of important commodities are multiplied 
by certain figures determined from the point of view 
of their importance. Thus the price of food grains 
will be given this weiglitage as they form a major 
part of the general consumption. This total is taken 
to represent 100. Then at any other period B, the 
prices of the very same commodities are added up 
again and the total is expressed as a percentage of 
the first total. Suppose it is 140, then the prices have 
risen 4O°/ 0 in the period A to B. 

There is, however, one fact which is very impor- 
tant from this point of view and that 
Sirr. 0 * a currency metal. A metal 

rency metal. which is used as a currency is more 
Its value stable in value than a metal which 

more^stable. no ^ so use( T Take the case of gold. 
The annual demand for gold is made 
up of two classes of needs : (1) the needs of making 
ornaments, plates or using for other artistic purposes, 
and ( 2 ) the needs of the currency. The gold which 
is used for the first purpose is consumed. It does not 
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return next rear to the supply of gold in the market.. 
Next year the suplpy of gold will be determined by 
the production from the mines and to some extent from, 
the sale by persons wishing to sell the gold they 
possess. The new needs will be the fresh needs under 
the two heads. For the head iIj there will be new 
needs and new supplies, and so any increase or 
decrease in supply in comparison with that of the 
last year will be easily felt. But the things will 
be different in the ease of head [ 2 ). In that case 
the gold used for currency remains as gold metal in 
the form of coins. It is not used up in making things 
to be used privately, but the supply remains in the 
market in the form of coins. The amount of gold 
in the currencies of the world is so great that any 
moderate increase or decrease in the yearly supply 
of gold does not appear to be very great when 
compared with the huge amount already in supply in 
the formof currency metal. The difference in the 
yearly supply of the metal will be so little in propor- 
tion to the great existing supply, which will be con- 
stant for the two years, that the rise in its price will 
not be large. Not only will tins be so in the portion 
of the metal used for currency, but the supply of 
the metal in the currency systen will also moderate 
the price of the metal used for artistic purposes. 
Suppose, for instance, that the yearly supply of gold 
decreases and so its value increases both for arts and 
industries and for currency. But the currency value 
of the metal in the form of coin will remain the 
same. The result should be that, that the coin, as also 
an equal piece of the metal, should purchase a larger 
quantity of commodities than before. If the needs 
of the arts and industries are greater than those of 
the currency then some coins will be melted to 
supply gold metal for industrial use. If this is not 



MONEY EXCHANGE 


209 


done then the value of the gold metal or bullion 
•will increase more Ilian that of the gold coin, for the 
need of gold as metal or bullion is greater than its 
supply in that form. This will be an anamolous 
position. As gold coins contain as much gold as 
they profess to contain they will be melted into 
bullion or metal and sold as such. This will increase 
the supply ot* gold as bullion for industrial purposes 
and the price of the gold as metal also will not rise 
high, and the value ot* the whole metal will be more 
stable than it would have been if there had been 
no gold in the form of currency, from which this 
increase of metal supply could have been derived. 
Conversely when there is more gold than is needed 
for industrial purposes it is absorbed by being turned 
into gold coins, a slight increase in the coins will 
not make an appreciable difference in the value of 
the money. Again if the need of currency is great 
and the production of gold is not so gfeat, then gold 
from ornaments and plates also is turned into coins 
and the price of gold and value of the gold money 
does not rise so much as it would have done 
otherwise. Thus this currencv supply 
silver nta§,ete °*' ^ ie meta ^ keeps its value stable. 

Silver is at a disadvantage in comparison 
with gold in this respect. Gold is the currency of 
most of the civilized countries of the world. 
Silver is the currency of only a few countries like 
India and China ; and so the currency supply of gold 
is much greater than that of silver. Therefore the 
proportion of the yearly production of gold to the 
currency supply of that metal is not so great as it is in 
the case of silver. The result is that any change in 
the yearly supply of gold will not be so appreciable 
because of its small proportion to the existing 

Econ. 14 



210 


ELEVEXTS OF ECOXOULO PRINCIPLES 


tivaihil >le supply as it will he in the case of silver, and 
so sitcli a difference will cause a greater difference in 
tin 1 [nice of silver than it vill cause in that of gold. 

By efficiency of money is meant the amount of 
work which a given amount of money 
mnmn!^ ° * performs. or the value of the transac- 

tions that it effects. The principle 
is the same as it is in the ease of efficiency of labour 
or the efficiency of land. AYhou money is lymg idle 
in a hoard its effieieney is nih lait when it is continu- 
ously passing from hand to hand in trade dealings 
its efficiency is great. This efficiency increases with 
an increase of trade and industry or with a general 
advance of economic activities and prosperity. An 
increase in the efficiency of money also increases its 
value in terms of commodities as it acts as an increase 
of the demand for money. Coin erseljr a decrease of 
efficiency decreases its value. The greater the supply 
of money the smaller the value of money, and 


the smaller the supply the greater is its value. 
The supply may be increased either by inflation of 
money or by a decrease of its efficiency, when there 
is not much work to do for money, or in other words 
when the demand for it is not great and it is lying idle. 
The supply is decreased by deflation or contraction of 
currency or by the increase of its efficiency or an 
increase of its demand so that money becomes scarce 
in comparison with the demand for it, and a small 
amount is obliged to do a great amount of work, or 
in other words is used to effect many transactions. 

There is a very important law relating to the 
Gresham's circulation of money called Gresham’s 

l aw light law after the person who enunciated 

money drives it. It states that when two kinds of 


out heavy 
money. 


money are in circulation and one of 
them is heavy in comparison with the 
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other, which is light or hah, the light money drives 
the heavy money out of circulation. The rationale of 
this law is quite easy to understand. As lias so often 
been said before, money is required not for direct con- 
sumption but it is taken only to purchase goods, and 
so long as a money can purchase the same quantity of 
commodities as another it is immaterial whether it 
is heavy or light. If it is heavy it will not purchase 
more. if it is light it will not purchase less than the 
value certified on its face. Therefore it would not 
he very wise to use the heavy money for purchasing 
commodities while it will purchase as much only as 
the light money : it will give away greater metallic 
value than the light money. It would be profitable to 
use the" light money for purchasing commodities, and 
melting the heavy money for being used as metal 
or bullion. So every one will reserve the heavy money 
and use the light money in his transactions and so 
the heavy money will be driven out of the circula- 
tion : it will disappear, and will go either to he hoard- 
ed or to be melted. Light and heavy as used here 
are only relative terms. Even in two light monies if 
one is lighter than the other, then that other will be 
heavy in comparison and will be driven out of circu- 
lation. Indeed we are all familiar with the popular 
habit of reserving new beautiful coins, and of 
issuing in payments or “uttering” the old ones. 
There is no profit or loss in this case, and new coins 
are hoarded because they are more beautiful. It is 
very difficult to drive light money out of the circula- 
tion unless still lighter money is used. Till then all 
additions of money go on increasing the supply of 
currency, and this may increase the prices by mak- 
ing money redundant. Light money remains in cir- 
culation because if it is melted the metallic value 
obtained is less than its currency value. In such a 
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case a government employs other means of contract- 
ing* the currency. Thus it may issue a loan for its 
needs, /. e. invite people to lend it money on 
interest. This money will be paid in subscribing 
for the loan and the currency will be 


A way of 
withdrawing' 
light money. 


contracted or the supply of money 
in circulation will be decreased or 
deflation will occur. The government 


may then use this money in some productive work 
like building canals or railways. The money will 
again be paid out to the labourers and suppliers of 
materials, but it will not be redundant, for it will be 


doing* work. The increase of economic activity will 
increase its efficiency by increasing the demand 
for it. or its supply will be decreased in comparison 
with its demand. Moreover in thus reissuing the 
money the government may also issue new and better 
money and discard the old one. 


Any tiling which is adopted as money and comes 
into current use as such money forms 
System of a currency. A system of currency 
includes several forms of money and 
the whole combination is called a system. A system 
of currency may be composed of metallic money or 
paper money, and generally it is composed of both,, 
for a pure paper currency has been rather an ideal 
only. There is another kind of currency, the credit, 
currency, which has been given rise to by the modern 
developments of commercial and financial practice. 
It is not a currency properly speaking, as it is not 
legal tender, and it is accepted only on account 
of the credit of the issuing parties by those who know 
them, but in practice it acts as an addition to Currency- 
Credit instruments consist of bills of exchange, cheques, 
and other negotiable instruments. They are used in 
the place of money for paying off liabilites in trade*. 
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Metallic currency is composed of several kinds of 
metallic coins minted by the govern- 
Metnlln* ment either for the public or for its 

own use. \\ e have seen that a coin 
is a piece of metal on the face of which a certi- 
ficate of its value is stamped under the high authority 
of a government. A good coin is of 
iidf value 1 full value, i <?. its metallic value is 

equal to the value shown on the face, 
unless it is a token coin, and so is meant to be of 
less intrinsic value than its currency one. For a 
good coin a circular shape is preferred 
t lrcular s iape. as ^ lias no edges and so does not 

wear out so soon as a rectangular coin will. The 
stamp on the coin may perforin other functions 
besides certifying the value of the 
coin. Its design can record the his- 
tory of the time at which it is coined; 
and the character of the design will 
show the artistic development of the country. As a 
matter of fact nearly all coins do perform these 
functions. They generally bear the name and often 
the effigy of the ruler of the time 

fertable mter " the J ear of coinage. But be- 

(lesi°ii. sides the development of art, which 

the delicacy of the design will indicate 
it also serves to protect the coin from being counter- 
feited. Delicate designs can be impressed only with 
highly specialised machinery available for govern- 
ment's mint only. A private person cannot afford 
such a machinery, nor will the law allow him to 
possess it, lest he should begin counterfeiting coins 
and by giving out a money of lower value with a cer- 
tificate like that of the government one may cheat the 
Hilled edo-es P ul)lio - Another device adopted to 
prevent the tempering with coins is 


.Record of 
history and 
art. 
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unlimited 
legal tender. 


the practice of milling the edges. This makes it 
impossible fora person to clip even a slight portion of 
the coin. If he does so it will he discovered at once 
on account of the injury to the milling. 

Clipping, Besides clipping coins are w ’ sweated ’’ 

sweating and , , 1 1 ^ , . 

abrasion. when they are put m some corrosive 

solution to extract some 4 metal from 
them. Such coins in India are often termed : *To%ahi*\ 
Another way is of shaking a number ol coins in a bag 
when a dust of the moral produced by the friction 
remains in the bag.* 

Such coins may be standard or subsidiary. A 
Kinds of com— standard <*oin sets the unit of value 
standard. in tile system just as a rupee is in 

unlimited India. It fixes the standard of value 

legal tender. i • • , /» i t, 

by prescribing one unit of value. It 

is generally unlimited legal tender, that is it may he 
legally ottered in payments of any amounts. It is 
the chief money and performs all the functions of 
money : it is a store of value, standard of value and 
of deferred payments, a common medium of exchange 
and measure of account. Bor this reason it is also 
the full value coin, or its metallic value is equal to 
Full value lts CUVYmQ 7 value, so that nobody 
may suffer any loss by storing it or 
by using it Tor deferred payments. 

Subsidiary coins are those which form sub-divi- 
sions of the standard unit. They are 
corns. ai * ,V required only for payments of less 
than one standard unit, for if the pay- 
ment is equal to one standard unit, the standard coin 
T . , , tvill be used. So these coins are only 

tender. 1 ^ limited legal tender, or can be offered 
in payments of amounts limited 
to the value of one standard coin. Tims one 
anna, 2 anna, and 4 anna pieces in India are- 


Subsitharv 
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limited legal tender up to one rupee and nobody 
can be forced to accept such coins for pay- 
ments of more than one rupee. A person may ac- 
cept more to accommodate another hut he cannot be 
legally compelled to accept them for more than one 
rupee. Because subsidiary coins are used only for 
a limited purpose and are not used as a store of value 
or standard of deferred payments, there is no harm, 
if their metallic value is less than their currency 
value, and such is generally the case. Coins', the in- 
trinsic or the metallic value of which is kept inten- 
Token coins tioiially less than their currency value 
are called token coins, because they 
are merely tokens or signs of their currency value 
and do not really contain metal of a value equal to 
their currency value. Bo the currency value is 
merely a nominal face value, it is not their intrinsic 
or metallic value. There is a special 
Advantage of advantage in making them merely 
token coin. token coins. they are subdivisions 
of the standard unit, and so the ratio 
of the division must always be the same. If the 
ratio changes then they will no more make a proper 
subdivision and will be useless as such. If they were 
full value metallic coins then if the value of their 
metal increased, their ratio with the standard of unit 
would vary. Thus suppose nickel and copper 
become more valuable : and if the nickel in one anna 
piece were equal to one anna in value, then on the 
increase of the price of nickel the one anna piece 
w r ill be worth more, and it will no more he equal to 
one-sixteenth of a rupee. Similar would be the case 
with a pice. Therefore the currency value of sub- 
sidiary coins is kept sufficiently higher than their 
intrinsic value, so that no increase in the intrinsic 
value may disturb the ratio with the standard coin. 
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These coins are stamped at the government mints. 

The government declares that so much 
mts °l' e11 * gold will be a unit of value and 
anybody rnry th.it am oiint ot* gold and get it 

-nr-pd bn., a gold e.ni. "When this right is open to 
ti-«‘ nn'-lir \) L r mini is railed an open mint. AYe should 
rruueui.i rtiiat mui.t-y h money because the community 
likrs ir -mw v’.ly and everybody is willing to accept 
i; i : : »l,c i <u b is goods. This acceptance proceeds 

f : t gi liking the money and not from any 

i or com pulsion from outside authority. If 
:: :s »iot s,.». b the arc jptance of moiie} 7 is clue to 
i romnuh’oo cxcivispd by some body else, then the 
rxol-aoge will not r< n.ain five exchange. This will 
be agdmt tin* principles which led to the evolution of 
money. So the tiinal authority of the acceptability of 
] n u r , y i s tin* r . mini unit y wl i icli uses th at in oney . TJie 
i niir-rg work h entrusted to the government only 
lua au-i‘ ill** govri-nmoni is the icpresentative of the 
win dr community. and h more trustworthy than any 
privet, agency. Thuvtore tlie government simply 
limits t i lc Mandard money in as large a quantity as the 
public wants. II thetrade needs agood deal of money 
tin \ will take the in. dal to the mint and get it coined. 

it 1 lie trade is slack and much money is 
Aiitoi.»ii j of, not -wanted they will melt the coins 

coiimution of n y° £?“*■ anc l sell it as bullion. 
(uwciM \. Tliey will not suffer any loss in either 

way because the currency and metallic values of the 
coin ai *c equal. Thus an automatic expansion and 
contraction ot currency is provided by this policy of 
an open mint, and as much money remains in the 
circulation as is needed for business, so the value of 
money remains si able, for if it had been more or less 
than the demand for it or the work to be done by it 
then the value of money would have varied. The 
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open mint policy, therefore, keeps the value stable 
automatically without any interference by anybody. 

But this open mint is possible only in the case of 
, the standard coin which is a full value 

C 10 . mmt ' coin. The conditions will be rliiibrent 
in the ease of token subsidiary coins. Their metallic 
value is less than their currency value, and if every- 
body were allowed to take his metal to the mint and 
get it turned into token coins, then all will be making 
profits. The}" will take metal of a small value and get 
coins of a greater value, and thus reap an undeserved 
advantage at the expense of the public. Therefore, 
they are minted only by the government as a trustee 
for the public. Private persons can go and cash tlu-ir 
standard coins for these token coins if they want 
change. As this small change is supplied only by 
the government, the government can demand any 

« , price fur it. and so the government 

Government 1 n ° . 

monopoly. can a monopoly value for those 

coins ; thus the higher currency value 
of these coins is maintained inspite of their smaller 
metallic value. In this way by the closed mints 
policy for token coins their ratio to l he standard 
coin is kept secure. The profits of the coinage go to 
the government which represents the 
whole society. As subsidiary coins 
are required only to a limited extent the profits are 
not very great. 


Its social utility. 


In coining 


it is necessary to use some alloy to 
harden the currency metal so that the 
coin may receive a good impression. 
Gold and silver are a little soft and 
malleable. There is a standard weight fixed for the 
coin but a small allowance is made for 
mint mistakes above and below that 
weight. This is called the remedy 


Alloy. 


Remedy 

allowance. 
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allowance. In modern mints, however, the work is 
so a re n rarely done that this allowance is not needed 
in practice very often. Generally 11/ 12th fine metal 
and 1 J2tli alloy are contained in a standard coin. 
The value of the coin is equal to the value of this 
11,12th fine metal excepting where brassage or 
seigniorage are charged. Brassage is 
Bru**su*>v. a charge to ('over the cost of coinage. 

In practice it does not make much 
difference a< it is very small in proportion to the 
total com- of the coin. Brassage forms about 1/5 °/ 0 
of the value of a coin. The practice about it is 
different. Some countries do not charge this amount 
and the charge is borne by the government as a 
public service. This is also fair as the government 
takes the profits of the token coinage, 
gratuitous 01 Where no charge is made it is called 
•‘tree minting. in others the charge 
is made. Practically, however, there is not much 
difference as the increase in value is so small. 

Seigniorage is a charge in addition 
Seiginora&v. to the brassage and is an element of 
profit, a tribute to the government’s 
being charged, a relic* of feudalism. But this is now 
seldom the ease. Sometimes the term seigniorage 
is used to include the brassage also but in reality 
seigniorge is a charge different from and in addition 
to brassage. If in a coin less than the full weight 
of fine metal is put, and the alloy is 
Debasement. increased the coin is said to be debased. 

It is done when the government 
wants to issue a cheaper coin : but the practice is not 
a desirable one and causes a revulsion of feeling in 
financial circles excepting when the coins are token 
coins. 

These various coins combined in one organised 
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T system form a cimvncv system. A 

s , ritelU8 currency system must provide money 

! ^ for all kinds of transactions, great and 

small and so contains several kinds of coins standard 
and token. It is a monometallic system 
MouomeUillie. when the metal used for its standard 
coin, the unlimited legal tender, is 
one only either silver or gold. Some countries use 
silver and others use gold. 

Most of the civilized countries use gold for their 
, standard coin, but a few like China 

, ° and India use silver for this purpose, 

of silver. ... A A 

India was not monometallic m theory 

till recently, for gold sovereigns also were an unlimit- 
ed legal tender coins in India, but they have hum 
demonetised under the new law. They are no more 
legal tenders in India and the Indian system is 
now monometallic. The rupee is not a standard 
coin but is a token coin, although it is an unlimited 
legal tender. AYliat is to be noticed here is that 
most of the countries of the world are gold standard 
countries, and so the silver standard countries are at 
_ . „ a disadvantage, as their currency is 

AVor l ( l not in harmony with the currencies ol 

currencies. the world, and every time there are 

dealings between two such countries 
there is complication of accounts for the exchange 
value between silver and gold has to he calculated. 
Moreover the influence on the prices brought about 
by the conditions of the money supply will be 
different in the two cases, because in one case the 
conditions will he those of silver and in the other 
they will be of gold. And so far as these conditions 
are concerned the value of gold will be more stable 
than that of silver. The demand for silver is 
for a great part for art and industry, while 
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Industrial its currency supply in many countries 

value ' is in the form of light or token coins, 

the melting of which is not profitable and so this 
supply is not always available to moderate the price 
of the metal in case of need. The result is that any 
appreciable difference in the supply or demand of 
silver even for art and industry is likely .to raise or 
lower it< price, ami with it the value of the money 
of silver using countries will change. This will also 
change the exchange value of the silver money in 
terms of gold, thus disturbing trade. To guard 
against this the Cfovernment of India has made the 


rupee a token coin and maintains its value by a 
monopoly. Only the Government can issue it, its 
minting is not open to the public. 
™w. IlKlian But tiffs action in case of the country's 
unlimited legal tender makes an artifi- 


cial control of the currency necessary, and the 
system is not so automatic as is the case with ail open 
mint standard coin policy. Artificial regulation some- 
times lends itself to artificial manipulation and depends 
upon the whim and caprice of the man in charge. 
This introduces an element of uncertainty in business 
transactions which is detrimental to trade and 


industry, and we find that the history of Indian 
currency is one long tale of difficulties, troubles and 
crises, of committees and commissions appointed 
to re-examine the position and make suggestions. 

Other defects of silver as a metal for the standard 


money in comparison with gold are 
attractive. e&b that silver is more bulky than gold and 
so is not so portable. What is more 
is that silver is not so attractive in appearance, and 
is not so liked as gold is* The very appearance of 
gold pleases the mind and makes one feel satisfied 
with even a slight shade of enthusiasm. 
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On the other hand gold lias all the opposite 
advantages. It is the curreney metal of 
advantages. ^ ie world and so its currency supply 
is great making its value more stable 
than that of silver. Being generally used as a 
currency, a gold currency harmonises with the 
currencies of the world. There is no necessity to 
make a gold coin a token coin to guard its exchange 
value. The gold unlimited legal tender can be full 
value coin working automatically under an open 
mint policy. It is more attractive and valuable and 
receives a better impression than silver. All these 
qualities have made gold the currency metal of the 
world. 

Where gold and silver both are used for the 
p . , r unlimited legal tender of a country 

svstein. 10 ^ ie system is said to be bimetallic, 
provided that ^oth the coins gold and 
silver are not only unlimited legal tender but are also 
full value standard coins, so that they can be allowed 
to be minted for the public. It is often termed 
a multiple legal tender system, monometallism being 
ealld the single legal tender system. In this book, 
however, these two terms are used to indicate the 
currency of one or more coin as unlimited legal 
tender. The advantage of a bimetallic system is 
what is called compensatory action. 
Its advantage, Suppose there is a gold and a silver 
action com. The ratio between their cur- 

rency values is, say, 1 to 10 or 1A= 
10B. Supposing gold becomes more valuable than 
silver than the ratio of the metallic value of the two 
coins will become different. Supposing it becomes 
1A=11B. But the currency ratio fixed by law will 
remain the same, and in currency 1A will still be 
equal to 10B. So it will be more profitable to sell A 
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as gold metal and pmvlia.se silver metal witli it, and 
then get that silver coined into JB. In tills way 
1A will procure HR. Those who require money 
will now purchase silver with their gold and turn that 
silver into coins. Tim circulation will be composed 
entirely of silver coins and gold will be driven out 
and sold as metal, as Gresham's law tells us. The 
result will be that the supply of gold seeking sale 
will be increased while its demand will be decreased, 
because it will not he wanted for currency in that 
country, and so its price will not rise so high as it 
would otherwise have done. On the other hand the 
demand for silver will be increased, for it will be the 
only metal used for currency, and so the price of 
silver will rise. The fall in the value of gold and 
the rise in that of silver will tend to keep the ratio of 
the metallic values of gold and silver coins at the old 
figure. Thus the rise of gold will be compensated 
by that of silver. Similarly if* gold falls in value 
and 1x4 becomes equal to pB in metallic value, then 
B wilL be sold to purchase gold and turn it into coins. 
The circulation will then consist entirely of A and B 
will be driven out. The value of B will not rise 
very high and A also will begin to rise and there 
will thus be again a compensatory action. The effect 
will be that the value of the country’s money will 
remain stable as a whole and neither gold nor silver 
will rise very high. Moreover when two metals 
are used for money the supply of both 

supplv of silver togetller is not likel y to vary so much 
and gold— stea- ^ rom y ear to year as the supply of 
dying affect. one metal and therefore the money 
value of the combination will be more 
stable than it would be otherwise. 

While a bimetallic system has this advantage, 
it has also many disadvantages. The first is 
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Its (lisaAyjyntix- that although ill t Ik Miry and law 
fthYavs^nuiio- system is bimetallic in practice 

metallic. it is always monometallic, fur in 

circulation onh’ oue metal will remain, 
.and that also the cheaper one. The currency of 
such a country is always debased or 
Always debased, of less value than those of the other 
countries. While all the countries 
reap the advantage of the stability in the value of 
gold and silver, as gold and silver have a world 
market and so the moderation of the juice spreads 
over t lie whole market, the country which adopts 
this moderating device of compensatory action in a 
bimetallic system bears the whole cost, as its 
currency is always composed of the cheaper 
metal. 

As the money is composed of the cheaper metal 
_ it will purchase a smaller quantity of 
intuited* ^ ^ b commodities than its ratio should 
make us expect it to lie able to 
do. Take the above example again. The curr- 

ency ratio of A anclB is 1 to 10. Then it becomes 1A 
11 B. Formerly A purchased 20 units of commodities 
and 10 B also purchased the same. Now if A 

purchases .1 IB, it purchases 22 C. The currency will 
now consist of B alone, and IB will purchase only 2 C, 
but from its currency ratio with Ait should purchase 
22/10 or 2 1/5 0. Thus the price in terms of B will 
be inflated by lOo/o. Again if A becomes equal to 9 
B, then if 9 B purchase 1 A, and if 1 A purchases 20 0 
then 9B will purchase 20C. Formerly 10B purchased 
20C. Now 10B will purchase 22 2/9 C, and on the 
old ratio 1A also should purchase so much but it will 
not. So the prices in the terms of the cheaper metal 
will always be higher than they will be in terms of 
the dearer metal. 
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Other defects are that in this system there is a 
« . . . . constant coining. now of one metal 

Depress tou on and now ox the other. A greater 
silver Incoming- defect still is the sentimental depres- 
ciu’ieuo\ . sion which is caused whenever silver 

becomes the currency under the compensatory action. 
Trade and economic activities are influenced by 
general enthusiasm or depression, and the return of 
silver causes a set back to the economic life of the 
country. France was bimetallic but when gold fell 
in value and the French currency became of gold 
then France did not like to lose this advantage 
and so became monometallic. In reality bimetallism 
can be successful only when all 
wlieu ta LV,m countries adopt it. for then no one 
saeres.hu!. country will be penalised, all will reap 
the advantage and will bear the cost. But of this 
there is no possibility. 

France is said to possess a ‘'limping standard" which 
Limping is bimetallic in theory, and in practice 

standard. also silver five Franc pieces are some- 

times paid out, but really it is now a gold standard 
country. 


Even a monometallic currency system may be either 
s ^ single legal tender or multiple legal 

ancf multiple tender system. It is single legal ten- 

legal tender der S} r stem when one coin is the un- 
system. limited legal tender, and it is multiple 

legal tender system when there are more 
than one coin used as unlimited legal tender. In India 
the rupee and the eight anna silver piece are both 
unlimited legal tenders. A bimetallic system is on the 
other hand always a multiple legal tender system for 
the very conception of bimetallism requires that there 
must be at least two unlimited legal tender coins of 
the two metals. 
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Ricardo suggested “a safe and secure currency*" the 
principles of which underlie the Indian 
aiul 1 ) uf h o ii" 11 ^ 0 ' s J steil b ail d are discussed below. It is 
standard. called a gold bullion standard when 

only gold ingots or bars of bullion are 
exchanged for internal currency both for external and 
internal purposes ; it is a gold exchange standard 
when the purpose is to maintain the foreign ex- 
change by converting the internal currency with gold 
at a fixed ratio. 


The underlying principle of this system is that as 
The Principle m01ie y is used only as a medium of 
exchange, and not for direct con- 
sumption, so anything which is generally accepted 
can act as a medium of exchange even though it be 
mere paper. This general acceptance is possible to be 
created even for paper money if tliere is the credit 
and authority of the government behind it. It is done 
in the case of the paper notes, but notes circulate 
in company with metallic money which they only 
represent. Still they show the possibility of 
paper money doing the work. And this is quite 
reasonable and scientific also, for money represents 
only a power of commanding, or a claim to, a 
certain amount of wealth represented by its value. 
This claim may as well be registered in a certificate 
on paper, and may provide the holder with the same 
amount of wealth for his use as before. This will 


Advantages- 
economy of 
metal. 


be equivalent to withdrawing metallic 
money and using paper alone. This 
will save a great deal of gold which 
is now wasted in being used unpro- 


ductively in currency, in a work which can be as 
well done by paper. This gold can be kept, in a 


Econ. 15 
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central reserve in the form of gold bullion, and be used 
only for international dealings. The gold being in 
the form of bullion can not be used as coins for inter- 
nal circulation. AY hen a country having such paper 
money purchases goods from another country, then 
it cannot pay for these goods in paper money, because 
the agreement to use paper money has been made 
internally in the country and not between the diffe- 
rent countries, so the foreign countries will require to 
be paid in the international metal gold. When a mer- 
chant has to make such a payment to some foreign 
country he can go to the central authority keeping 
the reserve, present his notes and order gold to 
be paid to his creditor in the other country, or 
may cash his notes for gold bullion. 
Strength of It w r ill have the effect of strength en- 
crecllt ’ ing the country’s credit, for when 

the foreign dealers realise that a 
huge gold reserve is always kept for paying 
their dues they will be very free in their 
dealings and the trade of the country will develop 
without the wastage of actual gold in the currency. 
Even if the paper money in the country be inflated 
the foreign merchants will be assured of their pay- 
ments in gold from the central gold reserve. 

This system, as above sketched, is different from 
the Indian system in one material 
frorn'the particular. In this system the stan- 

Indian system, dard of value and measure of account 
in the terms of which the notes will 
he expressed- is some unit of gold, and this gold will 
always be . available for transactions with other 
'Countries using gold, so there will be no question of 
maintaining an exchange ratio between the curren- 
cies of the two countries. That ratio will be as 
between the units of gold used as the standards of 


huge gold 
their dues 
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■value in tlie countries concerned. In ordinary condi- 
tions the gold in a country's currency may decrease 
.and the foreign merchants may become afraid whether 
their payments in gold will be properly made to them 
and this apprehension may restrict the trade relations, 
but in the case of this reserve this apprehension also 
will l>e allayed, so the exchange ratio between 
the two standards will be stable. But in India the 
case is different. Here the standard of value is :i 
silver rupee, and the reserves are kept to exchange 
this rupee into gold for the purpose of exchange in 
foreign transactions. But the foreign transactions 
being in terms of gold an exchange ratio on the 
basis of the silver in the rupee will be necessary to 
calculate the amount of gold to be paid in exchange 
for the nipee. This rate may rise, or fall with a 
change in the silver value of the rupee producing a 
disturbing effect on trade. If instead of the rupee 
there were a note in terms of sovereigns, then the 
•calculation would have been in terms of gold and no 
exchange ratio with silver would have been necessary, 
and the Indian system would not have been disturbed 
by the changes in the silver market. Now it is pro- 
posed to issue gold for internal use also for being, 
used as a store of value but not for use as currency,, 
still so long as the silver rupee remains a rate of ex- 
change will always have to be worked out aud ti\e 
situation will not be different. We see, therefore, that, 
the Indian system differs from the Bicardian system 
in one very material particular which makes it quite 
•different in effect. * 

Theoretically the system is not quite free 
Defects of the from objections. It means that the 
systems, people entrust their store of value 1o 

y thorit y keeping the reserve, 
-the public mind, themselves being content with a. 
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record of tliat fact, a kind of receipt issued 
] *y a bank. In the case of a bank they have 
the satisfaction of knowing that they can get 
that wealth from the bank whenever they like, but 
in this case they must be overwhelmed with the 
probability of never seeing their gold value again un- 
less they want to part with it and send it to another 
country. The credit of the reserve authority may be 
great, it may be the government itself or may be 
backed with government support,, but that will be 
little consolation for the impossibility of getting gold. 
People may agree to this as a temporary measure in 
the interests of national credit, for the purpose of 
helping the nation's finances in times of need, as they 
so often put up with a large issue of paper money, but, 
they will do so always hoping for better times, and if 
this hope be removed if there be a declaration of a per- 
manent condition like this the people’s minds cannot, 
help being disturbed. When a man deposits in a bank 
and accepts a mere receipt, he does so because of his. 
faith in the bank’s credit springing from within, and 
not because the bank imposes it upon him. If such 
an imposition were attempted the effects would be, 
ijiiite different and the bank will go down. It 
appears, therefore, that there must be some visible 
Visible assurance to the public that the money 

assurance which it values has really got value 

necessary. and ?0 may be exchanged with their 
valuable commodities. And in currency matters, 
popular feeling is as important as economic considera- 
tions. The slightest whisper of distrust may cause a. 
crisis in the modern delicate structure of credit. 

Moreover it places a little too much in the hands 
Possibility of ^ ie i:i0 ^ e issuing authorities. Even 
over-issue now when there are many restrictions, 
increased, on t] ie i syue 0 f p a p er no tes over-issues.. 
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of paper money with their consequent harmful affect 
.are not unknown, but wheu no other kind of money 
is to be issued at all, the occasions and temptations of 
issuing paper notes in excessive amounts will be many 
more and this will not be quite free from danger. If 
the reserve of gold is kept to the full amount of the mho 
•issue, the protits of a paper currency will be lost then 
and this gold will be idle. It will be mod as unprofitab- 
ly as before. Further, this condition of full reserve 
will make it difficult to increase the internal currency 
in times of stringency. The condition is likely to bo 
broken, and then the tendency to over issue of notes 
.also nw appear. 

Then this system is not likely to be as automat ie 

-Not automatic. as tlle °P 8n miut *Y* tem U for tL '‘ 
internal contraction of currency. In 

•the open mint and standard gold currency system if 
the gold is in excels it will be melted at once by those 
who hold that gold. But here if the paper money bo 
in excess it cannot be driven out. but will remain in 
.tlie market and inflate the prices. Even convertible 
paper notes are better, because if they are not wanted 
they can be cashed for gold at the treasuries, but this 
paper money will be like an inconvertible paper money 
overissued and a permanent problem to deal with. 
.Special steps will have to be taken every time for its 
■contraction, and the whole system will require a good 
deal of artificial regulation without the simple beauty 
of the standard gold cun ency and open mint system. 
A continuous abnormal state of affairs will become / 
the normal experience. 

A new kind of standard is proposed by the 
managed currency school of thought 
Tabular which may be called the tabular 

standard. The idea is to make 
a list of important commodities of general demand 
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with tlicir prices, and to issue paper notes for 
internal currency. Then a watch should be kept 
upon the prices, if they rise some currency be wi til- 
th 'aw u till they come to the old figure, and if they 
fall then new currency be issued. Grold should be 
reserved for international transactions. In this way 
internal prices will be kept stable. In reality it is. 
merely a manipulation of currency to keep prices stable 
and not a new standard. It can be done with a gold 
currency also without undertaking the risks of an 
inconvertible paper currency for internal purposes. 
Moreover it does not give sufficient weight to the 
affect of international prices upon such commodities 
as wheat and cotton which have a world market. It 


would work well if all countries agreed to adopt it, for 
no country can now be quite isolated from the others. 

Now-a-days paper currency is issued as a supplement 

to the metallic currency. It is 
r a, p er currencw. i l* • i * 

“ composed or various denominations 

of paper notes. A paper currency note is a certificate 

tiiat the note represents so much money, implying 

that the holder is entitled to the same rights as if he 

held that amount of metallic money. These notes 

are unlimited legal tender and may be paid in any 

amount. Currency notes are representatives of the 

real metallic money and are taken as such. They are 

expressed as different multiples of the standard unit 

of money in use. 

They may be convertible or redeemable, and 
Convertible inconvertible or irredeemable. In the 
paper money. former case the authority issuing them 
undertakes to cash them with gold 
or silver whenever the holder of the note desires to* 


cash it. The holder has confidence in this promise 
and the note is used as money. The authority issuing 
Lt is either the government or a central bank author- 
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isecl to issue tliem under certain restrictions against 
overissue. A limit of amount is fixed beyond which 
the bank cannot issue notes. If it does it must 
either take the government’s permission first, or as 
this maybe very inconvenient in times of great need 
for funds, it may issue notes but must pay a per- 
centage as a tax to the government so that there may 
be a check over it. It will issue notes and pay the 
tax only if there is realty a very great need for them. 
Another safeguard against overissuing notes is not to- 
issue notes of small denominations like one rupee 
notes, so that some metallic money may always remain 
in use. This will set a limit to the transactions in 
which notes can be used, and so beyond this limit the 
notes will not be wanted and will not be issued. If 
there be no one rupee and two and a half rupee notes 
then for all transactions up to five rupees metallic 
rupees will be required, but if the two smaller notes 
also be in use then all transactions may be effected 
with notes and a larger number of notes will be 


Danger of 
over-issue or 
inflation. 


issued. 

It may be asked what is meant by overissue and 
why should one be afraid of overissue ? 
When a government is issuing currency 
notes, it makes its payments in notes 
and so does not require gold or silver to* 
pay off its liabilities. All that it has to do is to 
print notes and pay them to those who have to be paid 
by the government. This is a very easy method and 
the government may go on doing this for a very long 
time. For sometime the people may agree and may 
rely upon the credit of the government and may 
believe that the government will redeem those notes, 
when required to do so. But if this continues the people 
may begin to feel nervous. The government may 
refuse to cash them and then they will have nothing 
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in their hands but notes, there will be no commodity 
value in their possession in exchange for their goods. 
They will become anxious for gold and will like to 
take gold in return for their goods rather than notes. 
If anybody wants to cash a note from airy merchant 
he will demand a premium or a payment for taking a 
note and giving gold, because the law may force him 
to take notes in payment of his dues, but cannot 
force him to cash notes, which is not his responsibility. 

When the note thus becomes less valu- 
Depreoiahon. able than the value shown upon its 
face, it is said to be depreciated. Even 
metallic currency becomes depreciated and less valuable 
if it is in excess of the needs. Jf the overissue or 
inflation of paper money goes on. the conditions may 
become worse. They may refuse to sell goods for 
notes. If they sell they will be com- 

t\vo ri ce / ^lie P e ^ ec ^ n °t es * So they may not 

(iang^er point! 6 se ^ unless the buyer agrees to pay 
an extra amount if he pays in notes to 
compensate them for the premium which they will have 
to pay in cashing notes. Thus two prices will appear, 
one in gold and one in notes. This will be the danger 
point. Firstly as there will be no gold in circulation 
Ec ononi’ prices will be in terms of paper 

effects. notes, and the prices will be more than 

their real figure by the amount of 
premium on gold in the market. So to this extent 
the prices will he inflated or artificially raised. If 
the rise had been due to a decrease in the supply of 
.goods or to the increase of the demand for them then 
it would have been adjusted in the long run and an 
equilibrium would have been established in accord- 
aime with the law of demand and supply. But this 
is due to artificial conditions introducing an uncer- 
tainty in trade and disturbing the normal working 
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■of economic activities. This harms trade and 
industry. Thus the rise in the prices will prevent 
foreign merchants from buying in that country. 
'They will buy in some cheaper market. The produce 
of the country will not be sold, the producers will 
have it on their hands and the consequences of an 
overproduction will follow, if the dis- 
A crisis. turbance is great and prolonged an 

economic crisis may result. Secondly 
this appearance of the two prices means that the public. 
Political confidence in the government, 

danger. auc j ^ lat the irritation against its 

policy is increasing. This may have 
undesirable political consequences, and the govern- 
ment, instead of having derived any advantage may 
suffer a disaster. In India Muhaiumed Tughlak is 
said to have tried 1o issue token coins of leather 
when his finances woi'e had, and he is said to have- 
reaped a bad harvest therefrom. 

The danger of overissue is very great in the case 
T ,-n of inconvertible paper currencv. or 

paper currencv. v incli tile govern in oil 1 does not* 

undertake to cask in gold or silver. 
-A small amount of these may he forced in circulation, 
and the people mat" be forced to accept them by the 
authority of the government. But this cannot lie 
■done indefinitely, and soon the evil effects are likely 
to appear. The temptation to overissue in this 
■case is greater than in the eas<> of the convertible 
paper currency. In the latter case a reserve of 
metallic money has to be kept ready to meet any 
■demand for cashing notes, and this acts as a check 
on an undue increase of notes. But in the former 
•case this check is not present, no reserve is required, 
merely the notes are to be printed, and so the tempta- 
tion to overissue is very great. It is not issued by 
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a bank as a bank is jealous of its credit ; it is general- 
ly issued by a government which can enforce its use 
also. In practice, however, paper currency is nearly 
always convertible currency. 

It may be asked, then, why is this danger of over- 


Ad vantage of a 
paper curm.cy 


issue incurred V What is the advantage 
of issuing paper money V The advantage 
consists in this fact that even in the case 


of the convertible paper currency the whole amount 
of metallic money represented by the notes issued need 
not be kept ready in the reserve. It is found that 
all persons who hold notes do not require to cash them 
at once, and generally 33 to 40 °/ 0 , and even lower, 
reserve for notes issued is sufficient to meet the ordinary 
needs of cashing. This makes 60 °/ 0 of the metallic 
p n money available for other purposes. If 

otiesTr ;r the notes had not been issued this would 
have been used in their place in making 
the government's payments, but now it maybe used in 
other productive purposes as irrigation, railroads, or 
if the issuing authority is a bank then in being lent 
on interest to approved persons to help in trade and 
industry. Further, this device helps to put the 
government in funds when it is lacking in them. 
It is like taking a loan from the public and giving- 
signed receipts for the loan to be repaid whenever 
wanted by the holder or the government’s creditor. 
In the meantime the loan may be used in some 
useful work. 


One gives credit to another when one believes 
what the other professes, or in Economics, when one 
agrees to the postponement of a certain payment, 
from another believing in that another’s capacity to 
pay at a future time. Credit is faith, and when 
one has faith in another person he believes his words 
and representations. These representations may be 
in the form of a written instrument. Such is the case- 
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til' - } bank 
the sum 
it is pre- 
and every 
the pub- 
in which 
and then 
Formerly 


° rcdifc with bank note*. in which 

notes> promises 1 3 pay the bearer 

stated in the note whenever 
sented Tor payment. Such notes of any 
bank will not be accepted generally by 
lie, but only those of a well known bank 
everybody has confidence will be accepted 
they may circulate like a currency note, 
this right used to be enjoyed by all banks, but 
it was liable to abuse by the unscrupulous banks. 
Now only a bank authorised by the government to 
issue notes can issue them. Other instruments based 
upon the credit given to another person are bills of 
exchange, “bundis 71 , and cheques. In all these cases 
the person who gives credit or the creditor has some 
money due to him from his debtor, and so writes an 
order to his debtor to pay that money 
nrawer, or part of that money to the person 

drawee and ^ u **■ 

IM j ee named in the order, or to the order of the 

person so named or to the bearer. The 
person who makes the order is the drawer and the 
one on whom it is made is called the drawee, and 
the person in whose favour it is drawn is called the 
payee. When such an instrument is drawn on a 
bank it is called a cheque. A cheque 
cheque?— payable to a certain person or bearer will 

‘ Order or LJ { . ^ 

bearer” * be paid to any one who presents it. ±>ut 

if it is payable to a certain person or * 
his order then either the payee can himself get the 
payment, or if he does not present the cheque him- 
self he may write on the back of the cheque an 
order to pay it to some other person and sign his 
name. This is called an endorsement, 
Endorsement. anc ] ^ he person so making the endorse- 

ment is called the endorser and the person in whose 
favour it is made is the endorsee. If the endorsee also * 
does not present it, he may endorse it in favour of an- - 
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•other and so on till it reaches the hank. Generally only 
one endorsement is made, and never more than a few. 
If the bank refuses to cash the order it is said to 
dishonour the order, and the endorsee can recover 
his money from any of the endorsers or from the 
drawer on whose credit he took the cheque, for all 
persons believed that the drawer had funds at the 
Advantage- hank, which proved to he false. So 
inciea«e ot the ultimately the drawer is responsible. 
pffiaeDcy of A hearer cheque may circulate from 

lhv, ‘ w ‘ > hand to hand without endorsement 

till it is presented for payment. The use of the 
cheque has helped money transactions very much 
and has increased the efficiency of money. The 
money which would have remained in the safe of the 
drawer is now used by the hank to help industry, 
while the drawer can use his money whenever he 
likes by drawing upon the bank. If the payee also 
has an account in the hank then it may simply he 
paid into his account and an entry to his credit wnllbe 
made without any transfer of actual money. In any 
case so long as the cheque is being endorsed it is 
doing the work of money and is enabling the money 
which it represents to do some other profitable work 
in the meantime. Thus the same amount, of money 
is working several transactions simultaneously and 
its efficiency is said to have increased. 

Another usual form of a credit instrument is a 

Promisor note. V r ? mi ** or J note drawn by a person pro- 
mising to pay another a certain sum at a 
1 ut-ure date. But such a note does not circulate as much 
from hand to hand as a cheque does, it may he sold as a 
claim . It does extend credit and enables a transaction to 
he completed 'without passing money forthe time being. 

Another form of a credit instrument is a “hundi” 
H midis usually used in India. It is the indigen- 

oushill of exchange. A in Dehra Dun 
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lias got funds with Bin Calcuta, and draws an order up- 
on B to pay a certain mount from those funds toO or his 
order, may be payable at sight or after a certain period 
of time. 0 takes the hundi and pays A its amount 
less the interest for the period of time. Now C may 
sell it or endorse it to D who will pay C the amount 
less the interest for the remaining period of time, 
and so like a cheque this also may be circulated in a 
few hands till it is presented to the drawee, who 
either accepts it or dishonours it. When such a. 
hundi is drawn on a foreign debtor in the course of 
^ international transactions it is called 

exchange, a kill of exchange, which also is an 

order by the creditor to his debtor to 
pay the payee or to his order a stated sum either at 
sight, i.e. when it is presented to him, or after a 
t certain period of credit. Then the 
Daj so ’race. crec ptor endorses it in the favour of 

another and so on till it is presented to the 
drawee. Three clays of grace are generally allow- 
ed for payment after the hill or lmncli has 
fallen due. 

In all these cases the instruments are taken on 


the credit of the drawer and they 
Characteristics. ena |3;[ e several transactions to be per- 
formed without passing any money. Specially the 
bills of exchange are very useful In 
^™ tly international transactions. These credit 

bUJ I • # * j i 

instruments are not strictly currency 
because they do not circulate generally as money. 


Only those who have faith in the parties accept 
them, and they circulate for a limited time in a 
limited circle, and do not act as the common medium 
of exchange, the standard or the store of value.. 
But although they are not true money, still 
they do partake of that character to a limited 
extent, even though only so far as they circulate.. 
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Bur operate Moreover they do release immense 

cuirencv. quantities ot money tor other works 

and so operate as if a large quantity of 
additional money were placed into circulation. With 
their help an immense structure of 
money mallet credit has been built on a slender basis 
of metallic money. While it enables 
much more work to be done than could have been 


possible otherwise it has also made the money market 
very sensitive and delicate. The slightest whisper 
against the credit of some important party may cause 
a crash by bringing all the creditors to his door 
when the metallic reserve is insufficient to meet such 
a sudden demand. 


Manipulation of Currency. 


Aitifiuial and 

auromatic 

system. 


An increase or decrease of money in circulation 
has a great influence upon the prices 
and so it is important to enquire how 
a currency is handled and what are the 
effects of the various ways of doing it. 
A currency system may be either altogether artificial 
• or managed like an exchange standard system, or it 
may be altogether automatic when there is only 
metallic money of full value in circulation with the 
open mint policy. Generally a system consists of 
both parts, the automatic and the artificial, the latter 
consisting in the paper currency. The artificial 
system requires artificial control, "while the automatic 
system works through free coinage and melting by 
the general public whenever either process is required. 
Even in the case of the latter if the currency decreases 



MONEY ENCEfANUE 


239 


very much artificial 
Ret 


rate, are taken to 


raising the interest 


Importance of 
manipulation 


steps, like 

such forces in motion as may 
increase the currency. The question 
of this manipulation is important as it 
can regulate the trade and industry of 


a country by creating favourable or unfavourable 
momentary conditions. This manipulation may be 
by managing the exchange rate, inflation, or deflation 
of currency, or raising or lowering the rate of interest. 

Where there is a silver currency controlled by the 
government, as it is in India, an exchange 
rate ^ ias t° be maintained with gold so 
iate. ^ as to facilitate international trade. For 
this purpose the government fixes a rate 
which it considers suitable to the trade conditions and 
tries to maintain it by offering to exchange gold and 
silver at that rate. If the market rate be slightly 
different the appearance in the field of the government 
to exchange at the old rate will bring the market rate 
to the old figure. But this cannot be done without a 
great loss if the difference between the market rate 
and the legal rate is great, and indeed in some cases it 
may become impossible to do so. The history of Indian 
currency affords many examples of this phenomenon. 
If there is any mistake in fixing the rate the results 
may be disastrous as they were when the rupee was 
fixed at 2,9. to a rupee, which rate has at last been 
abandoned. On the other hand a properly thought 
out rate may do good to the country. Thus if a low 
rate of exchange is fixed the exports of the country are 
encouraged. For example if one rupee comes down from 
Is 6 d to Is 4zd then for the merchants in England 
Is will purchase one rupee : as the prices in India 
are in rupees, the prices in India will look cheaper to 
the English merchants, because now Is M will purchase 
one rupee worth of goods while formerly Is 6 cl were 
required to purchase the same goods. So t they will 
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purchase more in India. The increase of Indian 
exports will increase the purchasing power of India, 
and will induce the Indians to produce more and so 
develop economic activities. Because they earn more 
they will consume more and will ultimately purchase 
large quantities of goods from foreign countries also- 
There will be a general increase of prosperity. If on 
the other hand the rupee rises from 1 Gd to 18c? the 
contrary effects will follow, (roods in England will 
look cheaper, for now one rupee will purchase 18c? 
worth of goods instead of 1 (kl worth, so Indian 
merchants in India will purchase goods from Eng- 
land. At the same time now that one rupee 
worth of goods in India will cost 18c? instead of 16c? 
the English merchants will not purchase from India. 
The imports into India will increase and the exports 
will decrease. The purchasing power will decrease 
while the expenditure will increase. Then the import- 
ed articles will injure the home industries by their 
competition : and so the change in the rate may 
do harm as well as good. Ultimately exports also 
will increasebut on account of the force of habit, or 
the capturingnd losing of markets, the interval 
of the disturbance may often do a lasting injury to a 


country. 

AY hen paper currency is over-issued it inflates 


Inflation — its 
evil consequence 


prices, stops exports and causes a kind 
of overproduction and may even lead to 
an economic crisis. The effects of an 


economic crisis are widesjuead. A general set back 
to trade and industry is caused, the rise and invest- 
ment of capital is checked as there is adack of confi- 
dence. But this is the case when the inflation is great. 
A moderate inflation may have some good results. 
A slight rise of prices increases production as it gives 
a greater margin of profits, and generally there is 
a brisk activity and prosperity provided the inflation or 
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Moderate infla- 
tion good if 
accompanied by 
a genuine 
demand. 


Deflation, bow 
effected. 


the increase of currency is accompanied 
by a genuine demand for the commodi- 
ties. If there is no such increase in the 
demand then after increased production 
will come a crash, when those commo- 
dities will not be saleable and overproduction will be 
the. result. 

In such cases a deflation of currency is necessai v. 

It is effected by withdrawing the paper 
currency or other token currency from 
the circulation by cashing notes or by 
the government borrowing money. Those who subs- 
cribe to the loan will pay the currency to the govern- 
ment. Where there is a paper currency, it can be 
easily contracted by cashing the notes and cancelling 
them. This will restore confidence. But if the metallic 
currency also is in excess then cashing notes will not 
help, for then notes will be replaced by metallic money. 
Then loans may be issued, and these loans may be 
used in productive purposes such as building railways 
and canals. The money so paid out will not create an 
excess of money, because it is also creating extra 
work or demand for money by opening the new lines 
of ’employment. The withdrawal of money will 
lower prices and exports will be encouraged. With 
the restoration of confidence economic activity will 
increase as also the purchasing power of the people. 

But at the same time it should be ra- 
tion bad** 1 membered that too great a deflation is 

harmful. It lowers the prices much 
aiid harms the producers, their purchasing power is 
decreased, and there is not much inducement to pro- 
duce more at those low prices. Money becomes scai*ce 
and industrial development is checked as the capi- 
tal becomes costly and the rate of interest rises. 
This state of affairs is improved when there are greater 

Eeon,"l'6 . 
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exports induced by tlie lower prices, and then the 
demand for them increases their prices, and money 
flows in from outside. Therefore, deflation is good 
only to the extent that it induces exports. Further 
than that it injures production. Excessive deflation 
may cause a crisis by limiting credit and there- 
by making it difficult for persons to meet their 
commitments. It increases the real burden of taxa- 
tion, makes adjustment of wages necessary leading 
to strikes and economic disturbance. 

When the amount of money decreases very much 
Raisino* of ^ ie cour dry, the rate of interest rises, 

interest. because money is difficult to get. This 

rise of interest attracts money from out- 
side. Those who have to pay foreign creditors post- 
pone the payment so as to earn the rate of prevailing 
interest or because they can not get funds at a 
cheap rate to make their payments. The exporters 
export goods in large quantities so that money may 
be received in payment and earn that high rate, 
Investors from abroad invest money in that country 
of high interest. In all these ways a high rate of 
interest prevents money from going outside the country 
and attracts more from abroad, and thus the harmful 
effects of too great a deflation or stringency of the 
money market are remedied. Where a central bank 
looks after the monetary control of a country, it 
carefully watches the movements of money, and when 
it finds the situation becoming serious it raises the 
rate of interest to conserve the gold supply of the 
country. The high rate prevents people from coming 
to it for loans and its reserve is saved from being 
depleted ; besides money from abroad is attracted. 

A fall in the rate of interest has the opposite 

, „ * . , A effects. It induces capital to go out- 
fall of interest. . ■» , t i i * r < j* 

side to places where higher rate or 
interest is paid, money is easy in the market and so 
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those wlio have to pay foreign creditors pay off their 
debts. As there is a large amount of money seeking to 
be spent, the prices rise and so exports are discouraged. 
At the same time, however, because money is easily 
available at a low interest, there is a greater activity 
in industry. New industries are established and new 
sources of work and profit are developed. If this . is 
done in response to a genuine demand then the 
industrial progress of the country is helped immensely. 
The actions and inter-actions of these forces are so 
intricate that the financier has to keep a careful eye 
on every aspect to decide upon the proper policy. 
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National Exchange. 

By national exchange is meant that body of trails™ 

Internal actions which take place between the 

members of a nation internally as 

opposed to the transactions between such members 

and those of a foreign nation. National exchange is 

internal, while the international one is external. It 

includes all exchange transactions that take place 

within certain territorial limits. There are certain 

characteristics which distinguish this class of exchange 

from the international one. In national exchange 

the interests of the whole nation are considered as 

one, and so there is no question of a protected or free 

exchange : there is no controversy 

customs! 0 1011 ° r whether protection should be adopted 

for infant industries, or free trade 

should be allowed. There are no 

barriers of customs and the w r hole market is a free 

market. If different jirovinces of a country having 

a federal constitution do possess the right of raising 

customs barriers on their boundaries then the exchange 

becomes international exchange as between those 

provinces. The characteristic feature of national 

Unity Of interest esollan g e is a urdt y of interest and a free 
y interest. intemal markefc . For the game r6as0 „ 

one money circnlates throughout the length and 
breadth of a country and there is no need of main- 
taining an exchange ratio, as is the case between 
two countries. National exchange is free both from 
the obstructions of customs, and from the evils of a 
changing exchange rate. Octroi duties are some tim es 
levied at various places within the territorial limits 
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of the nation, but they do not act as protective duties. 
They are imposed for the purpose of getting funds 
for the municipality, and so they are kept at sucdi 
a figure at -which they do not raise tin 1 price so much 
as to decrease the consumption. 

National or internal exchange is more important 

than the international exchange boih in 

More important theory and in bulk. Til theory the inter- 

than international *- . . . . 

exchange in theory. MaL exchange is. the elner source or 

getting things suitable for the satisfac- 
tion of human wants: the foreign or international 
exchange is only supplementary to the internal ex- 
change so as to supply those commodities which a 
nation does not produce itself, but the main-stay of a 
nation must he its own production and exchange. If 
it produces much, its exchange also will he great ami 
the nation will be prosperous. If it dues not per- 
form many exchange acts- it is because it has not* 
produced much, and so its prosperity cannot be great. 
A great internal activity in exchange indicates a great 
economic activity which is necessary for national 
progress. A nation. which depends mostly on foreign 
imports is likely to become bankrupt very soon, un- 
less it increases its productive activity so as to pro- 
duce enough to pay for the goods of the foreign 
countries. So even foreign exchange depends to a 
great extent on the internal exchange. Internal or 
national exchange is not important only in theory 
, „ but also in practice when we look at 
As well as in n v. immense bulk of the internal trans- 
actions. In the case of foreign, goods, the goods re- 
ceived. or imported as well as goods exported are entered 
at the ports, and thus accurate statistics of foreign trade 
can he easily kept, but in internal exchange this 
registration is not necessary and correct information, 
is not available. A, vast bulk, of simple exchange 
transactions going on all over the country, in its small 
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villages and elsewhere, cannot possibly be recorded. 
But whatever is recorded shows that the amount of 
the transactions effected in the country internally are 
far greater than the transactions done with foieign 
countries. Therefore in considering the effects of any 
measure affecting commerce and industry it is very 
important to consider its effect upon internal prices 
and exchange, for these are the things that matter. 
The prices of exports and imports, the exchange ratio 
are all important not so much because they bring 
treasure to the country, or take away from it, or be- 
cause the cost of imports increases or decreases, hut 
much more because all these operations have an affect 
upon internal prices and trade. Internal trade' 
must be safeguarded.; it is the life-blood of the nation. 
While it is true that the main consideration is that of 
internal exchange We should not forget that economic 
life is so organised that nothing which affects foreign 
exchange will leave internal exchange untouched. 
There are such inter-connections and intricate relations 
that no problem can he studied ill perfect isolation. 
An example of this we saw in the case of demand 
and supply, another in the economic crisis, and a 
third we shall study in the foreign exchange. 

Internal trade depends to a large extent upon the 
population of the country. Exchange 
noil?* ° f popula ~ is the second step necessary in the pro- 
cess of the satisfaction of human wants. 
The greater these wants are, the greater will he the 
production and the resultant exchange. These wants 
will evidently be larger for a larger population. 
Secondly where people live close together there are 
great chances of their effecting exchange with 
each other, but if they are dispersed far and wide 
they are likely to he more self-sufficient. Close 
contact produces mutual dependence, which is the 
essence of the phenomena of exchange. But only 
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the size or grouping of population is not important. 
The character of the population also has a great affect. 
A sturdy and hardy population is likely to he more 
active and productive than a lazy, weak, and indo- 
lent people. AVhere production is great, exchange 
will have to be great. If exchange does not keep pace 
with production, as is the case when the demand for 
things is small and prices are low, then production 
will decline. It will maintain iiself only when it 
is absorbed in exchange. If it is not absorbed at 
home the surplus will be exported and exchanged 
with the produce of foreign countries. Ho as a rule a 
healthy and industrious population will produce more 
and exchange more. 

The extent and character of a country are very im- 
portant in determining the development 
Extent and of internal exchange. In internal ex- 
country. change there are no customs barriers, 

the movements of goods are free, and 
so the larger the area of this free movement the 
greater will be the total amount of transactions 
effected within its limits “other things being equal. v 
The phrase “ other things being equal ” is very 
convenient in scientific discussion, because it at once 
makes us aware that we are considering only one 
class of forces and that the actual facts are affected 
by other forces also, which may vary in their opei'a- 
tion. Thus even though the country is large yet 
if it is sparsely populated the trade will not be 
very great. Moreover if the country is mountainous, 
sandy or covered with forests then also the internal 
trade is not likely to be very extensive, because 
the people cannot produce much, and secondly 
because the communications are not likly to be 
good. They cannot raise good crops and weave cloth. 
For their primary necessities also they may have to 
depend upon imports, at least so long as the eoun- 
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try is not developed, or they will lead a life of 
poverty. Such is the case where the 
resources. natural resources of a country are not 

great. The people of such a country 
can neither produce very much themselves, nor can 
the}" import from outside, for they have little to 
give in return for those imports. Such a people 
lead a life of economic stagnation, divorced from all 
industrial progress and also from the advance in 
art, industry, education, learning, and the standard 
uf life, which all go along with an increase of capital 
and the intensification of industrial effort. The way 
to improve the lot of sued] a people is to utilize 
the ivsomees of other countries with the help of 
the sturdy labour available in the country, flaw 
materials may he imported and manufactured with 
(dienp labour and then exported. The cheapness of 
labour may for sometime compensate for the greater 
cost of nw materials. "When industries begin to 
be established the resulting prosperity will increase 
the purchasing power of the people, ’and will hi 
course of time mate the same standards of labour 
and life possible as elsewhere. 

In a large country, a healthy and dense population, 

great natural resources may all be there, but if 

_ . . the communications are not well deve- 

Conmmnicatioii&. . , . , , , . , , , 

loped, the internal trade, as also the 

foreign trade, will not increase. If goods are the 

blood the communications arc the blood vessels. 

The development of communications is of the utmost 

importance for trade. Without them the different 

parts of the country will live like insulated groups 

self-sufficient and unable to do much business with 

each other. This is what happened in India in the 

middle ages. If a famine occurred in any part 

of the country the other parts could not help it. 

This is also the reason why most of the great cities 
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of old times were founded on the banks of the rivers 
which served as the easiest and the readiest means of 
communication. But it should be noted that mere 
development of communications to take goods 
from the interior of the country to the ports, and 
take the foreign goods from the ports to distribute 
them in the interior is not so useful to internal trade. 

Industrial -^ or ^ 1C ^ erna ^ exchange the develop- 
development ment of production of all kinds, includ- 
must go on ing the industrial, must go along with a 

communications, development of communications. If 
this is not the case then the communi- 


cations will rather drain the resources of the country 
in foreign trade. This condition, however, cannot 
remain for long, because the contact with outside 
world will make the people realise the harm of a 
divorce between communications and production 
sooner or later, and the industrial development also 
is bound to begin at last. 

This discussion must have made this quite clear 
that the extent of internal trade depends 
power. a81Ilg upon the prosperity and the size of the 
population. These again vary with 
the extent and character of the country, the natural 
resources, and the communications. The secret of 
increased prosperity and trade is the purchasing 
power of the people. With the increase in this 
power the production and exchange will both in- 
crease. If the people have enough to make purchases 
with, they will want more goods and will stimulate 
production. If their purchasing power is not great 
there will be little incentive to production. This 
purchasing power is not increased by a mere exchange 
of what they- produce with the goods of another 


country, for such exchange may in effect give them 
a small profit. The purchasing power of the 
people is increased by the , provision of 
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many liiglily profitable occupations. 
wie^of 7 This is done by developing the greatest 

occupations. variety of work possible. This vanet^ 

produces a demand for various kinds of 
labour and the productive effort of the community 
has an occasion to choose the most profitable occu- 
pation. Therefore, a widespread development of all 
kinds of industries, specially those which 
Specially tho«e follow the law of increasing returns, 
creas^ng^eturns. leads to a great industrial and com- 
mercial development, and provides suffi- 
cient and remunerative work to labour. If the 
purchasing power of the masses is great it is immate- 
rial, if the prices of commodities are high. The 
standard of living of the people will rise in spite of 
high prices. The only danger in this is that a too 
great an attention to industrial development may 
not make us forget agriculture, which is after all the 
mainstay of life. This has been so in England to an 
extent. But there need be no danger of this in India 
for the extent of the country is so large, the tradi- 
tional village life is so popular, that agriculture can 
not be neglected. What is necessary is the provision of 
some supplementary cottage industry to the great 
mass of the people to utilize their spare time, for agri- 
culture does not give constant occupation. It concen- 
trates work in the seasons and then leaves the people 
free and idle for a long time after. Along with this 
industries of various kinds should be established at 
various places. The resources of India are so great 
and of such a variety that they afford a great scope 
for this development. 

The development of work and living is very 
s read of muck affected by the spread of 
education. education. Education enables the 

people to benefit from the experiences 
of other nations, to come into contact ' with 
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tlie world outside and to develop the resources of 
the country. Even the literary edu- 
S^cation 1 ^ 7 cation is helpful as it enables us at least 
useful. to appreciate the condition of life exist- 

ing at different places and to realise the 
necessity of producing better conditions in our own. 
The realisation is bound to result in a greater pro- 
ductive effort in the long run. But what is more 
directly wanted is the increase of the 
educationi^ 1 technical education required in the 
directly useful, various departments of industry. One 
mistake which is commonly committed 
is to be avoided, and that is the provision of educa- 
tion without developing the work that 
wh ma y absorb the products of such educa- 

loped w:th educa- ^ j f ^ ^ work> suc]l educa . 

tion will not have so much encourage- 
ment, nor will there be any practical result. 
The advance of industrial production must go 
along with that of the technical education. Just as 
if we produce goods without there being a demand 
for them, there is likely to be an overproduction 
and a crisis, so the mere increase of technical 
education without increasing the demand for it 
would not only be a waste of energy, but will also 
be harmful. It will make the newly educated students 
having little practical experience and pining for work 
try to float new and unstable companies, which are 
likely to go down ultimately leaving behind much 
economic distress and giving a shock to the whole 
fabric. Technical education should include a course 
of practical training, and then there should be a 
demand for the students so trained. 
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International Exchange. 

In old days international trade was commended 
on the bullionist and mercantile theories. 
mercantiie Dd ^ was thought that exporting goods 

theories. was beneficial so as to get bullion or gold 

and silver, which were considered to be 
wealth, and so while the selling of goods was encouraged 
purchasing or the spending of money was discouraged. 
The mercantile theory recognised the necessity of 
imports but aimed at creating a favourable balance 
of trade by giving bounties and imposing duties. But 
now protection is advocated to foster industries and 
not to get specie. The development of the theory of 
exchange has made it plain that an exchange of 
imports and exports is advantageous not because it 
brings in money, but because it increases the total 
of 'the utilities of both the parties to the exchange. 

This is true as much in the case of nations as in 
Addition to t'kat i n dividuals. When two countries 
utilities. ° exchange their products they sell what 
they do not need in return for what 
they ^ need much more, and so there is a net 
addition to the store of the utilities of both. This 
additional utility in the commodity is brought about 
by its change of hands and situation. Just as the 
possibility of exchange enables a person to devote 
his energies to the production of that commodity 

Specialisation which he can produce most easily, and 

Theory of compa- so can produce best, similarly in the 
rative cost or re- case 0 f international exchange each 

-country is able to use its productive 
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capacity in pi'oducing commodities wliicli it is most 
fitted to produce. Each will specialise in one kind 
of production, and as the producers of one country 
acquire special skill and practice in producing that 
kind of goods they will produce larger quantities in a 
given time and with a given expenditure of labour 
and capital than other producers in other countries 
will be able to do. As they will produce more goods 
they will be able to get more in exchange for them. 

In each country the productive power is employed 
in producing that which it can produce at a compara- 
tively low cost ; there may be other things which it 
can produce at a profit but not at so much profit or even 
if it can produce it at a higher profit, still it can get the 
same thing even cheaper than its own cost would be 
from another country. Therefore, it will be relatively 
advantageous if it employes itself in producing that 
which it can not get from the other nations more 
cheaply. This will be true of all the countries parti- 
cipating in the exchange. As a result 
procfuctTon. there will be increased production as a 
whole, and all the countries will be 
better off as a result of this specialisation than they 
would have been otherwise. This increase in pros- 
perity will create new wants, new ways of spending- 
money, and so new industries, and there will be a 
general progress of society. There will 
development. a great industrial advance and activity 

and the people will get plenty of work. 
They will earn more and live better. The standard 
of life will rise and the labour classes also will be 
. , ... better off. They will not only get greater 

Higier mug. ^i COme but also cheaper goods, for 

vspecialisation and industrial progress will lower prices. 
It is the same thing as in the case of the individual. 
The individual is enabled to work better, earn more, 
and live well, by the possibility of exchanging his, 1 


Higher living. 
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goods with, those of others than would have been the 
case if he had been isolated. Similarly a nation 
increases its income and is able to satisfy its wants 
which would not have been so easy if the produce of 
other nations had not been within her 
Interchange of ve2iC \^ With economic intercourse there 
ture! an CU will also be interchange of ideas and 
culture tending to produce a world 
harmony and enabling each country to profit by the 
progress of another. 

International trade has another effect of great 
importance. The industiial relations 
industrial soli- . of ^he world are so closely organised 
cafpeace. P ° *** that each nation becomes interested in 
the prosperity of the others. Capita- 
lists of one country invest their money in other lands; 
producers of one sell their goods to other countries. 
If the relations between two countries become hostile 


then the capital invested by one country in the other 
will be endangered, and the demand of the nationals 
of the one for the goods of the other will be destroyed, 
putting the producers of the other country out of 
work and throwing the labourers out of employment. 
The industrial classes of each country will, therefore, 
be against the declaration of a war unless there be 
some extremely critical situation. Thus industrial 
solidarity induced by the international exchange will 
tend to maintain political peace as well* 

Another important advantage is that international 


^ . trade tends to stabilise prices. The 

prices. sphere oi supply and demand is vastly 

increased and the prices become world 
prices •which are not so easily varied by local causes. 

But while the development of international trade 
between two countries, say A and B, 
I ndn sSai arui ten( is to develop industrial solidarity 

political rivalry, and maintain political peace between 
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A and B, the industrial rivalry between A and 
0 to capture the markets of B will lead also to 
political rivalry between A and C, and may ulti- 
mately lead to war. In the modern politics it is not, 
so very important to conquer countries as it is to 
conquer markets. Formerly great revenue was de- 
rived by subjugating people and taxing tliem ? this 
involved war with all its untold horror and destruc- 
tion. Now this is substituted by a system of peace- 
ful penetration. A nation tries to sell its manufac- 
tured goods in the markets of another, makes com- 
mercial treaties with that other for special advantages 
to its goods in comparison with those of others. 
This increases the production of the exporting country. 
Its merchants and producers are able to grow wealthy 
with increased profits. Its labour lives a healthy 
and busy life. There is a general increase of wealth. 
And on the basis of this increase of wealth the 
government of the country imposes new taxes and 
increases the old ones, and thereby obtains a larger 
revenue than before. Thus the same result as that 
of territorial conquest follows this peaceful penetra- 
tion, but without the trouble and anxiety involved in 
the governance of another country. Now additional 
lands are wanted not for revenue but for the colonisa- 
tion of the surplus population of a country ; or 
a country may be annexed so that its commercial and 
industrial exploitation may be secured. These facts 
' increase the industrial rivalry between the advanced 
industrial countries of the world and lead to political 
friction. Such causes were at the root of the last 
great world war, and may still produce another. 

In case of war the industrial dependence on an- 
’ other country caused by international 
dencf ialdepen ' trade is actually felt. Then the differ- 
ence between the national and inter- 
' national exchange is realised. In the case of the in- 
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divi duals t-liey are the members of the same economic 
system or of one national exchange. They will 
follow different professions, and all will satisfy each 
other's wants. In international exchange nations are 
substituted for individuals, and nation-individuals are 
only a few. They can be counted on the fingers. 
If any of them becomes isolated the position may 
become serious. England had such an unpleasant 
experience in the last war, and that experience has 
given an impetus to agriculture, -which had come to 
be neglected there. 

"Where mineral industry falls to the lot of a 
country, it may have to exhaust its na- 
Exhn.net io n of tural resources to supply others instead 

resources. 0 f C011gerv j[ n g them for the future. Or 

a specialisation due to international trade may pro- 

Social evils <hice such movements of labour as to 
create the social evils peculiar to the 
modern industrial organisation, e . g. 7 crowding of 
labour and class conflicts ; for example in India the 
cottage production has had to be changed to factory 
production even though the latter is not quite 
germane to the culture of this ancient land. 

Another harm that may be done by this speciali- 
™ .. sation is that while it may condemn 

tions. some countries to toilsome and rough 

occupations, like mining, agriculture, 
to others it may allot refined ones like manufactures, 
watch making and such others. And it may be so 
not because the country is not fit or has no resources 
for refined industries but merely because of the accident 
of foreign competition. 

Specialisation does increase production and na- 
tional income but to certain extent 
Lboui°aiid me ^ d° ne a f fhe cos f of home labour and 
capital. capital. Labour and capital is discharg- 

ed from occupations in which the com- 
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petition of foreign goods is keen, and goes where it is 
r m P resen h It is not always necessary 

occupaSons, that tlie second profession he really 
more profitable than the previous one. 
It may be less so, but it is still maintained not be- 
cause there is a greater profit but because there is no 
foreign competition in it. The other line of produc- 
tion may have to be given up not because it is less 
profitable than the one taken up but because the for- 
eign producer works it even more economically and 
so places his goods at a cheaper rate in the market 
than the home producer. Such a thing happens 
when foreign competition injures the manufacturing 
industries of a country, and throws the labour back 
on agriculture, in which owing to the law’ of dimi- 
nishing returns such high profits cannot be realised, 
and so labour’s share in the national income is not 
great. Thus there may be specialisation but it may 
be in a less profitable work. Even this specialisa- 
tion may be good from the view-point of the whole 
world, for after all some country would have had 
to do the work in the long run, but there is no 
doubt that the particular nation is sacrificed for 
the benefit of others. The principle “all for society” 
may be workable in a national exchange where the 
members have common interests ideals and aims. 
But in the international sphere there may be wide- 
differences of religion, language, social customs, laws, 
culture and outlook, and indeed there are such 
differences. This difference makes it very incon- 
venient for one nation to be sacrificed to the cry of 
“specialisation” for the real benefit of others. More- 
over the result of this specialisation is undoubtedly a 
reduction of the variety of occupations, and this in 
itself decreases labour’s earnings. In the case of 
specialisation in a national exchange although special 
Econ. 17 
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groups of capital and labour are 
varien^ ^ occupied in different productive pro- 

cesses but there is no great restriction 
or hindrance in the way of any individual who 
wants to change his work. His change will not 
affect the specialisation, the groups will go on doing 
their work, and yet there will be the possibility of 
this change open for each labourer. A variety of 
professions will be open to him and he may take to 
one which he finds most congenial and profitable. In 
the case of the international exchange the specialisa- 
tion is by national groups, and these groups are more 
isolated than those of the national or internal ex- 
change. They may be at great, distances, there may 
be various taxes, and other hindrances to migration, 
there may be differences of race, culture and habits. 
So there is not the same free movement of labour or 
capital and it is not quite easy for a labourer or 
capitalist in one group to change to another group. 
There is no variety of occupations for him, and he 
must labour where he is, even though he be fitted for 
anything else in which he could have earned larger 
wages than he is doing. This tendency indicates a 
distinct loss to the labour of the home country. The 
reason is quite clear. Even when trade is quite free 
the political rules about naturalisation and immi- 
gration make nations isolated groups, and the 
The reason -no s P^ iere °f movement between them is 
free movement not so free as it is in case of indivi- 
in international J ua } s forming members of one national 
ere * group. Therefore the laws applicable 

to the national exchange internally cannot apply to 
the international exchange entirely. So while specia- 
lisation may be good in internal exchange, it may 
be quite the contrary in the international sphere. 

The exchange between two countries may consist 
of services, goods and monetary transactions. 
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"When one country employs in its work 
L°n>iit utn the nationals of another it is taking from 
that other country certain services and must pay for 
them. Then there may he the actual goods pur- 
chased from either by the other. "When one country 
sells goods to another they are called exports from 
the selling country and imports into the purchasing 
country. A country may take a loan from an- 
other, or may have to pay interest to another for a. 
loan taken already. It is the same whether the loan 
is taken by the government or by a private merchant, 
or even if only some capitalist is sending his capital 
to be invested in another country or is receiving in- 
terest on his capital already invested there. In the 
account between two countries all these items are 


important. A country pays to another the price of 
its imports including precious metals or treasure, tin* 
remuneration for the services it has received from the 
individuals or institutions of the other country as 
shipping charges, brokerage to underwriters : any 
interest it may 'have, to pay on any money borrowed 
from the other country or on the capital belonging 
to foreigners invested in the paying country : and the 
part of the principal of the loan if it should be paying 
it back at the time. On the other hand a country 
receives from another the price of its exports includ- 
ing treasure, the payment for its services, the interest 
pu its capital invested there, and if it be taking a loan 
or if the foreigners be sending their capital for 
investment then such is in-coming capital or loan. 

When the receipts are greater than the payments 
the balance of indebtedness is said to be 


Balance of 
indebtedness, 


favourable to the receiving country and 
unfavourable to tlie paying country. 


If only the exports and imports are compared then 
it is termed balance of trade, but the true 


balance is indicated by that of indebtedness. 
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The use f o£ these terms Is a relic of the old idea of 
productivity and of wealth. The first consideration 
of all economic activity was the increase of wealth, 
and any operation which brought treasure into the 
country was considered to be productive and favour- 
able, while that which took away treasure was thought 
to be unfavourable. Now economic theory recognises 
that in reality the two must balance in the long run. 
It being an equal exchange on both sides, nothing 
received can be received gratis, it must be paid for 
in some form or other. While this is true still the 
effect of such movements on the production of a 
country is so great for good or for worse that it can 
not be ignored. For example even though the 
treasure received has to be paid for, yet as this 
payment is to be in the form of export of commodities 
it means greater production in the country to meet 
this new demand, and certainly the stimulation of 
production in a country is beneficial to it. 

Let us consider these -effects in a little detail. If 

Effects on a coun ^ :r 7 ^ ^ as exported more to a 

p ri ce S . country B than it has imported, then B 

will have to pay A for this excess in 
the form of gold and silver. This will cause an 
increase in the supply of money in A. It will result 
in a rise of prices, and an excess of capital seeking 
employment. The apparently high profits to be 
realised will lead to an increment in the productive 
activity in A, new industries will be established 
and new avenues of work will be opened. On the 
other hand in B the draining of the money supply 
will cause a scarcity of money and a fall in prices. 
The production of commodities will not appear 
to be so profitable, capital will be scarce, no new 
industries will be established, and th§ old ones also 
may find themselves in financial difficulties. This 
condition may not be actually reached all at once 
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but tli© tendency will be in this direction. However, 
these effects will be only short-lived, for the increase 
of prices in A will discourage exports from A, while 
the fall of prices in B will encourage imports from 
B into A, and so the balance will again tend to be 
equalised. There may be short period fluctuations but 
in the long run the tendency will be for the balance 
on both sides to be equal unless special circumstances 
intervene. It should be noticed, however, that even 
in the short period of its effects the movement of 
treasure may have given a new direction to the 
production of a country. Further unless the 
movement has continued for a long lime to enable 
the new production to establish itself it may lead 
to a crash when the tide turns. Generally it is true 
that in the long run foreign trade, like internal ex- 
change, tends to find its equilibrium. 

One class of important special circumstances may 
consist in the kinds of goods exported 
Diminishing and or imported. If the goods exported 
retni-ns^ consist of agricultural produce and 
minerals, then it may happen that a 
country, say A, may go on exporting in excess of its 
imports, and may go on receiving treasure in payment 
year after year. The increase in treasure will in- 
crease the prices but as the exports consist of 
goods which are either necessaries of life or are 
raw materials for industries their demand is not so 
flexible as is that of the manufactured goods, and so 
the goods will continue to he taken even at a greater 
cost. Not only so, but this demand for raw materials 
will increase with the increase in population and the 
development of industries in the other countries. This 
increase in the demand will require a greater production, 
and as the agricultural and mineral production follows 
the law of diminishing returns the increased produc- 
tion will have to be at a greater cost than before. 
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To pay this greater cost the other country, say D, 
■will have to develop its own production, and if D is 
a manufacturing country this increased production 
will place increased economies in its power, and it 
will be producing the extra quantity at a smaller cost, 
and so it may easily continue to pay for increased 
costs of A ? s produce and even then reap a profit on 
account of her production being governed by the 
law of increasing returns. Indeed a manufacturing 
country is in a specially favourable position in inter- 
national exchange. As it produces more, its cost is 
decreased, and so it can afford to sell goods at a cheaper 
rate than before and thus capture new markets 
every time. It will start new industries. Its re- 
sources may increase so greatly that it may begin to 
invest them in foreign countries thereby increasing the 
national income year by year. Exports may go on in- 
creasing and yet the surplus treasure may not be allow- 
ed to come in to disturb the market. This will give 
time to the new industries to be well established, and 
their produce also would become as necessary to the 
consumers as any other. Then the treasure may 
come and may even increase the prices, but as the 
goods become necessaries to others, their withdrawal 
from the market would be felt, and the export will 
continue and the country will grow rich, its standard 
of life will advance. Such causes have placed Eng- 

Political ^ anc ^ * n the scale of industrial 

conditions, countries. Other circumstances that may 
hinder the law of international ex- 
change — that the balance of trade ultimately tends to 
be equalised by equal exports and imports of goods — 
may be political conditions which may force one 
country to import from another without exporting 
equal goods in return, and the excess of imports may 
have to be paid for by the export of money. This 
is what happened during the last world war. The 
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European countries could not produce much, but con- 
sumed a good deal. This continued for a long time. 
The long period of time enabled other nations to 
step in the commercial field left vacant by the old ones. 
Japan developed her cotton industries, and the United 
States of America became the world’s gold market. 

The liabilities of one country to another have to 
T> , . . be calculated, and as the currencies of 

the two countries are not likely to be 
the same their rate of mutual exchange has to be 
found out. The point where the rate is equal to the 
ratio of the metallic value of the current standard 


coins of the two countries is said to 
^Mintpar”. "be ‘’at par 1 ’. If the two currencies are 
of the same metal, say gold, then the 
ratio of the weights of fine metal according to the mint 
regulations in the two coins is called “ mint par ” of 
exchange. When the ratio is below this it is called 
_ , , _ u below par ” and when above, it is 

pai% Wan a me U above par A Supposing the exchange 
value of the rupee in terms of shillings 
is 1 Ee. = Is. 6c?. or 18 d. at par, if the rate is 
less than 18c?. it is below par and if it is more than 
18c?. it is above par. What is below par for the rupee 
will be above par for the shilling, because if 1 rupee 
has a smaller value than 18c?. clearly enough 18d. will 
have a greater value than one rupee. When the rate 
of exchange is such that the value of the currency of 

„ one country is smaller than the par 
Rise oi* fall. , • , « .-i p _i.il 

value m terms oi the currency o± the 

other country then the less valuable has fallen in 


exchange while the more valuable is said to have 
risen. Thus if 1 rupee becomes equal to 15cZ. than 
the rupee exchange will be said to have fallen 
and the shilling exchange will be said to 
have risen. Opposite will be the case if the exchange 
rate were 1 Ee. to 2 Od* Generally the rise and fall 
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of exchange is not so great. If there are no dis- 
Spccie points. tnrbing causes then the movements of 
M ~ * exchange are confined between specie 

points. Specie points are points at which the 
treasure is moved from one country to another. They 
indicate that the difference between the exports and 
imports is too great to be adjusted by the ordinary 
transactions of exchange bills and so money must be 
paid. The specie points are two, the export specie 
point and the import specie point. Supposing x is the 
expense of transferring gold from India to England 
or vice versa , and 18cZ. is e^ual to 1 rupee, then 
if the rupee becomes equal to 1 8d.+x it is the import- 
specie point for India, for it indicates that the 
imports into India have been very much less than 
the exports, so much that the difference can be 
adjusted only by transferring gold to India from 
England. What is import specie point for India will 
be export specie point for England, for the shilling 
exchange will be equal to rupee —x and this 

will be the point at which gold would be exported 
from England in payment for its exports. Similarly 
when 18dL is equal 1 rupee -fa? it would bo import 
specie point for England and export specie point for 
India, where the rupee will be equal to 18d — x. 

“Foreign exchange” is a term used both for indi- 
cating the sphere of transactions, i.e. 
Foreign international exchange, and also the 

exchange. rate at which the home currency can 

purchase foreign currency. One rupee 
equals 18cZ. or foreign exchange on London in India 
is 18 d. or the Indian exchange on London stands at 
18dL If it is more than 18cZ. the exchange is said to 
rise, and if it is less then the Indian foreign exchange 
on London is said to have fallen. The 
unfavourable! 10 foreign exchange falls in a country when 
the imports are greater than the exports 
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so that money has to be paid for the excess, it rises when 
tlie exports are larger than the imports causing 
treasure to flow in payment. We have seen that the 
balance of trade is said to be favourable when pay- 
ment has to be received, and is unfavourable when 
payment has to be made. Therefore a rise of foreign 
exchange indicates a favourable balance and a fall 
an unfavourable balance of trade, or in other words 
a rise in exchange is favourable and a fall is un- 
favourable. Another set of terms used to indicate 
this are “for and against". The balance of trade 
and the rate of exchange is said to be "against'’ a 
country when its imports are greater than the 
For and against., exports and so there” is a fall ill tlu* 
exchange rate. It is said to be fc *ior * 
a country when its exports are larger than the imports 
and there is a rise of its exchange rate. 

These rates are determined in the sale and pur- 
international chase of exchange hills. Ordinarily if 
accounts- how ten merchants in A sell to 6 merchants 
scttled * in B, and 7 other merchants in B sell 

to 5 different merchants in A, then the 6 of B must 
pay the money due from them to the 10 of A, and 
the 5 of A should make their payments to the 7 of 
B. Thus the money or the international money 
metal, gold, should pass both ways to liquidate the 
two transactions. But this movement of money can 
be avoided in a very simple way. Supposing the 5 
merchants of A say to their 10 fellow-country-men 
“You have to receive money from certain merchants 
from B, and you will wait for payment till the money 
comes from the country B. Why suffer this trouble 
of waiting ? We shall pay you your dues if you 
give us an order on your debtors in B to pay the 
money to us or to our order”. The 10 merchants 
of A will readily agree to this proposal and will 
write out the necessaxy orders - or bills, will give them 
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to the 5 proposers and receive their money at once. 
These five will send those bills to their seven credi- 
tors in B requesting them to realise the money from 
their fellow country-men. the 6 debtors named in those 
bills, and thus pay themselves. In tins way the 
transactions on both sides will be completed without 
the passing of any money from one country to 
another. These bills are called bills of exchange. 
A bill of exchange is an order drawn by a creditor 
on his debtor to pay a certain amount due from tin* 
debtor to a certain person or his order, or to bearer. 

The bills of exchange enable transactions to be 
settled between more than two countries. 


Exchange bet- 
ween more than 
two countries. 


Supposing there are four countries 
trading with each other A. B, C, D. If 
A has to pay B. B has to pay C 7 C has 


to pay D and D has to pay A, then all these transac- 
tions may be adjusted without any payment of 
money. Merchants in B will draw bills of exchange 
on A and will send them to their creditors in C, who 


will send them to their creditors in D, and the 


merchants in D will send them to their creditors in 


A requesting them to take their payments from their 
fellow-country merchants named in the bills. In 
this way all the transactions will be completed. 
The character of a bill according to the period of 
time for which it stands is termed usance. It may be a 
telegraphic transfer immediately payable. Or the bills 
may be payable at sight or on demand, 
Atsfchfc" or on ^ ie moment they are presented to 

demand. the acceptor or the drawee. If a short 

time say ten or fifteen days are allowed 
for payment then it is called a short sight bill. The 
drawee becomes the acceptor when he 
a bm UOnn,lg acknowledges his liability to pay the 
bill, and writes “accepted” on the bill. 
If he refuses to pay then the bill is said to have been 
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dishonoured and the drawer becomes liable to pay the 
holder of the bill. Even when the bill has been pre- 
sented it is not paid at once, but three 
days of grace are allowed to make the 
payment as a matter of commercial 
custom. The bills may not be payable at sight but 
may give the debtor sometime, as one or three months 

Giving credit t( ? mako tkG l ,a y mcllt - is , sai(l to 

give credit to the debtor for that 
period, and then the bill becomes payable at the end 
of that period. It is called long ex- 
change and its rate is called long rate. 
In such a case the purchaser of tin* 
bill deducts an interest for this period from the amount 
he pays, for his money is locked up for the time* 
being. The drawer has already made an allowance 
for his own interest in the value of the bill, and so 
can afford to allow the purchaser to deduct hisinterest. 

The banks act as intermediaries in arranging 
this exchange. The banks which do 
this work especially are called exchange 
banks. The banks in each country 
purchase tin* exchange bills from the 
creditors or exporters, and either sell them to those 
importers who desire to purchase a bill to pay in 
another country or send those bills for realisation to 
the countries of payment, while they themselves 
receive such bills from those countries, and so the 


Three days 
of grace. 


Long exchange 
and long rate. 


The function 
of banks in 
foreign exchange. 


claims of each are set off and cancelled, or the balance 
only, if any, is paid. Let us take a concrete ex- 
ample to make the point clear. Suppose there are 
exporters of 5 crores worth of goods in a country A. 
The imports in it amount to 4 crores. From the 
country B there have been 4 crores of exports and 5 
crores of imports. Now the creditors or exporters 
of one country will draw bills on their debtors in 
the other country. There will be 5 crores worth of 
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bills in A and 4 crores of bills in B unless in some 
cases creditors refuse to draw bills and require the 
debtors to make immediate payment. Suppose ex- 
porters of 50 lacs of rupees worth of goods from 
A refuse to draw bills. Then there will be only 4 A 
crores worth of bills in A. These bills will come to 
the bank in A. Let it be E. The bank in B is F. 
E will know that the 4 1 /* crores worth of bills which 
it purchases will have to be sent out for payment, and 
it can expect to receive in return only 4 crores worth 
of bills as the total imports of A from B are only of 
that amount. E wall pay the creditors or exporters 
of A in purchasing those hills. E must get this 
money back somehow. It will get 4 crores by cash- 
ing 4 crores bills which it receives from F, and will 
have to get J crore in metal from F. It would be 
very convenient if E could purchase only 4 crores 
for then no metal or bullion will have to be imported 7 
so E's demand for bills will not be so great as the 
supply is, and the price of the bills will fall in A for 
E will purchase the excessive amount only if it gets 
them at a profitable rate. Whether there will be 
such an excess or not E finds out before hand from 
the returns of exports and imports periodically 
issued by the government’s trade department. Simi- 
larly the conditions in B will be that 4 crores worth 
of bills will be drawn. The imports there have been 
of 5 crores ; of these importers of J crores have not 
been able to induce their creditors in A to draw 
bills, and so will come to F to make remittance 
through F to A. Suppose F sells J crores of bills to 
them then there remain 3J crores in bills which F will 
send to E in A for realisation, but it will receive 
from E 4J crores worth of bills for the same purpose. 
Of these 4J crores 3J crores will be cancelled by the 
bills sent by F. F will have to realise 1 crore more 
and send it to E. It would be very convenient if F 
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could got hills for this 1 crore also, for then no 
1ml lion or money met a] or specie "would have to be 
sent. So F's demand for the bills will be greater 
than the supply and the price of bills of exchange 
in B will rise. This excess of 1 crore also need not 
be paid immediately. F may request 
Actons a ion. -g g rai} £ p accomodation for the 

amount, and may tell Ethat it will send bills as soon 
as it gets bills when the tide of trade turns the other 
way. In the meantime F will pay interest on the sum 
to E. F will be able to pay this interest because F will 
realise the money itself and will be earning a higher 
interest on the money. If it is not, it will send the 
specie atonce to E. Or F may get bills payable 
in A from other countries and send them in payment 
of the excess, if A has imported more from other 
countries. Thus the balance amongst all the 
countries trading together will be struck through 
the action of these banks. 

When a bank sells or purchases foreign currency for 
immediate payment, it is called sale or 
Spot and forward p Urc hase of spot currency, but w r hen 
chase. U pU1 the payment has to be made at a future 
date it is said to be a forward transac- 
tion, and has an element of speculation in it. 
If in one transaction a bank sells forward currency, 
it tries to arrange for the payment by covering 
it with a transaction for a forward purchase maturing 
about the same time. A forward transaction is like 
a long exchange bill. The forward rate also is settled 
in the present to avoid any trouble in the future, 
but it is different from the present immediate rate. 

So far we have been talking about the sale of 
exchange bills as if they realised the 
.D jfcv..ouii u. full yalue shown in them. But in 

reality this will not he the case. If X in England draws 
a bill exchange for Es. 1000 on S in India and Y 
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purchases it. Suppose the exchange at par between 
India and England is 1 Ee. = 1 6(7., then Y will not 
pay X full 16000(7. X’s bill will be realised some 
time after Y's payment; during this time Y will 
be losing his interest. He will have to incur the 
expenses of j>ostage and insurance. He also stands 
the risk of non-payment of the bill, and he will charge 
something for the risk. All these he will deduct from 
IGOOOcZ. This deduction is called the discount. 

In the foregoing illustration F purchases as well as 
sells bills. His rate for the purchase 
mtes* er S tw ° anc ^ ^ ie sa ^ e w iH be different. In pur- 
chasing he will deduct his interest, in- 
surance and other charges. In selling he will not 
deduct interest but will charge a commission for 
transmitting the furnh: this commission will not be 
more than the specie point and so the pur- 
chaser will purchase in spite of it. If the banker 
gives a bill which is not payable on demand but 

after some time, then from the price of his bill also 
an interest will be deducted by the purchaser. But 
generally the banks do give demand bills. The rate 
of exchange is governed by the price of the demand 
bills, for the deduction of the interest is a mere 
matter of calculation. 

Bankers generally do also what is called arbitrage 
Arbitrage business. It may happen that the 

operations* currency of a country A may stand 

at a lower value in a country 

0 than in a country D. Then bankers in C will 
purchase A : s currency or bills of exchange on A and 
will sell them in D. Their agents in other countries 
will inform them of the condition of the market in 
those countries and will receive orders to act by tele- 
graph or telephone. This business of sale and 
purchase for the sake of the difference is called 
arbitrage; It is also done in international securities 



1 XT K R X A T rOXA L EX C HA Xfl E 


271 


or bonds, which arc sold and purchased on the stock 
exchanges of various countries. 

The rate of exchange changes with the conditions 

Rise and fall ° f tnul °’ ««Pl»OS»lg (-xpoils from IlldlR 
0 f the rate. are greater than the. imports into India. 

then there will he a larger number of 
exporters wanting to sell their hills of exchange so 
as to get ready money at once. The importers 'being 
small there will not he a sufficient demand for those 
bills. As the exporters are anxious to get their 
money at once they may he willing to take a little 
less than one rupee for 18cl. Their hills payable in 
England will be expressed in terms of shillings and 
pounds while they will be paid in India in rupees. 
If they accept a rate which makes them sell IS d. for 
less than a rupee than the rupee exchange rises and 
the shilling exchange falls. If on the other hand the 
exports are small and the imports are large, then the 
export bills will not be many while the demand for 
them will be great. The exporters will become stilt' 
and will demand more than 1 rupee for 18cZ. and as 
the importers are anxious to get these bills to pay 
off their debts they will pay the sum. The rupee, 
exchange will fall as the rupee becomes less valuable in 
shillings. The value of the bill will then be calculated at 
the prevailing rate of exchange. If the exporters draw 
their bills of exchange not in terms of the foreign 
currency but in the home currency, as they sometimes do 
in England, then they need not be anxious about the 
exchange rate, for they will get their payments in the 
same currency ; still there will be a deduction for the 
risks of non-acceptance and for interest and other 
charges. 

Ordinarily the rise and fall of exchange due to 
. the increase or decrease of the exchange 

rate is limited by the specie points, be- 
cause if the fall in exchange is greater than the lower 
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Ordinarily 
due to export 
and impoits- 
within .specie 
points. 


or export speeiepoml.it will he profita]>ie for tilt* 
importers to export specie or bullion rather than pay 
high price. If the rise is greater than 
the upper or import specie point, it will 
be profitable for the exporters to await 
the coming in of actual specie from their 
debtors, and then receive tlioir payments 
than selling their bills at a too low price. While* 
this will be so under ordinary trade conditions, the 
variations may be far greater than thesespecie points on 
account of special causes, such as inflation of currency, 
or of a change in the relative value of the precious 
s . metals when the exchange is between two 

variations. countries using different metals for 

their currencies, or it may be due to 
political unrest and insecurity, or restrictions on the 
movement of specie from one country to another as in 
, wartime. When there is an over issue of 

paper currency in a country gold becomes 
scarce. Paper may be accepted for payment inter- 
nally, but foreign countries will not accept paper 
money in exchange for their goods. Gold, however, 
is not available, and if a merchant goes to a dealer 
in gold, the dealer may refuse to sell gold for paper 
unless he be paid for the gold more than the usual 
amount. Such was the case in war time in India. 
Sovereigns became scarce. Although the currency value 
of a sovereign was only 15 rupees but they could not 
be got at that rate, and 16 to 20 rupees had to be paid 
for one. This increase in their value was the premium 
031 gold, or the excess in the terms of the current 
money over the previous value of the coin. The 
foreign ^ merchant has got to be paid in gold, and so 
gold will be purchased even at a premium. As a 
Premium, result the exchange rate will vary. If 

the par value of a rupee is 16 d. and there 
is a permium on gold of say five rupees per sovereign. 
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then one rupee becomes equal to only 3 2 d. in o- 0 ld. 
It is clear, therefore, that in the exchange rate°this 
premium will have to be allowed for, besides the 
usual discount charges and the variations due to the 
excess or deficiency of exports. The rate will act as if 
the par value had come clown from lljtf. to 1 2d. gold. 

A similar effect may be produced by a change in 

Change in relative J L ‘ Val f S «f the metals, where 

values of metalsi tlie uietals used m different countries 
are different. This may happen when 
there is no other disturbing cause, when there is 
peace all round and the trade is brisk. The silver for sale 
in the market may increase or decrease, may lower or 
raise the price of silver in terms of gold and dislo- 
cate the exchange of the silver using countries. 
In India the value of the rupee fell immensely 
between 1878 and 1893 when some European 
countries discarded their silver currencies and adop- 
ted gold. On the other side when in 1918-19 India 
purchased huge quantities of silver from the United 
States of America, the price of silver rose high and up 
went the rupee exchange. In these eases the effect 
is as if the par value itself is changed. 

Exchange rate may vary beyond the specie 
points because of political insecurity 
and uncertainty. If the government 
in a country is not stable, the ex- 
to that country will become nervous. Thev 
be quite certain of being able to get then- 
money back, and so will be willing to accept a price 
even lower than the import specie point and have 
ready money rather than wait for their money to 
come from their debtors. The importers also will 
like this method of transmission of money 
in view of the unsettled political conditions in the 
country, and, moreover, they will be getting a bill to 
Econ. 18 


Political 

conditions. 

porters 
will not 
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pay off their debts at a cost lower than they will 
have to incur if they send actual money or specie. 
The variations in the exchange rate caused by special 
causes remain so long as those causes do not disappear 
while in the ordinary variations due to mere increase 
or decrease of exports and imports the variations 
tend to be adjusted by a change in the direction of 
trade, and sooner or later the point of equilibrium 
tends to be established. 

Variations in the exchange rate do not merely 
increase or decrease the value of the 
exports and exchange bills, but have a great 

imports, influence on the trade and industry of 

the country. Generally a rise in 
exchange tends to discourage exports and to encou- 
rage imports. Suppose the rupee rises from 16c/. 
to 24 d. then to those in India one rupee will purchase 
24d or goods worth 24 d. from England. The prices 
in England will still he the old prices in shillings, 
so they will appear to be cheaper than before in 
terms of the rupee. Merchants in India will rush to 
buy from England. On the other hand prices in 
India being still the rupee prices, 24c/. will now pur- 
chase one rupee worth of goods from India which 
formerly used to be done by 16c/. only so to merchants 
in England Indian goods will appear to be rather 
dear in the terms of shillings. The opposite effect 
will follow a fall of rupee exchange. If a rupee 
becomes equal to 14 d. imports from England will 
be decreased and exports from India will be increased. 
These are the effects which have actually appeared 
at different times. In the period about 1873-98 
the rupee exchange fell heavily and the British 
manufacturers were badly hit, and when the rate 
was raised to 2#. a rupee on the recommendation of 
Babington Committee, there was a rush of imports 
from Britain, 
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The rise or fall of exchange produces a change in 
prices as well; arising exchange indicates 
( ii puces. that large exports have been made 

and treasure is received in payment. This new 
treasure will increase prices in the country according 
to the quantity theory.” Opposite effects will 

follow a fall in exchange as it will mean an export of 
treasure, but at the same time a counter effect is 
produced on the internal prices. 

Thus a rise of exchange will also tend to depress 
prices. The imports are purchased cheap interms 
of rupees and so are sold cheaper. The exports are 
discouraged by the rise in their external prices. 
Their price is brought down by the decrease in the 
demand at the higher price. Our exports consist 
of necessities of life or raw materials, it is true, but 
most of them have a world market, and if their 
shilling price rises above the world price, the demand 
is likely to be diverted to other countries for the 
time being ; although ultimately our exports 
will be taken up, but in the mean-time this diver- 
sion will have decreased prices before exports recover. 
The internal prices, therefore, will be lower with a 
higher exchange. Conversely they will be higher 
with a lower exchange, for then imports will not 
come in, or if they do, they will be taken at a higher 
price than before, while the low prices of the exports 
will entourage their demand, and the rise in the 
demand will tend to increase the internal prices 
till they come np to the world level. 

As has been explained before when internal prices 
are high there will be an increase in 
On production. p ro duction, and when the prices are 

low, there will be a depression in industry. With low 
prices or a high exchange the manufactured goods of 
other countries will dump into the country and will in- 
jure the home industries by their competition. The home 
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manufacturers Trill find their profits decreased, new 
ventures will be discouraged and the old producers 
will be working short time “or will be otherwise in 
financial trouble. Not only the industrial producers 
but also the agricultural ones will be hard hit, the for- 
mer by the competition of foreign goods and the latter 
by the decrease of the demand for their produce. In the 
case of manufacturers any opportunity to the foreign 
producers will mean an increase in their external and 
internal economies and in their capacity to produce 
at a cheaper rate, and so the advantage they get in 
the home market because of the high exchange 
is likely to be maintained even if it falls later, pro- 
vided the rise has lasted long enough to enable them 
to adjust their productive resources to the increased 
demand. For the same reason the injury to the home 
producers may remain even when the exchange re- 
turns to its former level, for in the meantime the 
home producers may have lost their markets, some 
may even have dosed their works and when the ex- 
change falls, it may find the home producers unable to 
take advantage of it. Moreover, in commerce the 
habit of dealing with a particular producer or in 
particular goods means much, and so a market once 
lost is not always so easy to conquer again. It has 
to be reconquered at a new expense of resources. In 
the case of agriculture the effect may last long be- 
cause the cultivators are generally poor and indebted. 
They are specially so in India. One failure of crops 
saddles them with a never-ending debt. For such 
people even a temporary decrease in demand may 
throw them into the hands of the money-lender and 
enduring harm may be done to them. A fall in 
exchange will have the opposite effects. It will 
enable the home producers to sell largely as the 
foreign competition is decreased. This will increase 
their production and will enable them to extend 
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tlieir works. It will also put t lie agriculturists in 
funds and may even tnmble them to pay off their 
debts. 

From the above it must have become clear 
1 , . that a fall in exchange increases 

p 0vv er. the purchasing power ot the people* 

By helping the industries it gives 
work to numerous labourers, and by helping the 
agriculturist, it increases the purchasing power 
of the vast majority of the people. On the 
other side a rise in exchange decreases the purchasing 
power both of the agriculturist and the factory la- 
bourer, who is thrown) out of work. Therefore a fall 
in exchange is beneficial even though it raises inter- 
nal prices, because it also supplies large funds 
to purchase even at rising prices : and for an advance 
in the standard of living the increase of purchasing 
power is the material consideration. If one has got 
money he may purchase even high priced goods, but 
if his pockets are empty even lov r priced goods an* 
beyond his reach. The increase of money is due to 
the increase of his production, and this is perfectly 
clear that if a person produces more he will have 
more to consume than will be the ease when he pro- 
duces less. Production is the first step in economic 
activities and the most important, for the extent and 
efficacy of exchange will depend upon the quantity 
produced. Consequently a falling exchange, which 
helps home producers, is beneficial. A falling exchange 
is an evidence of excess of imports but it encourages 
exports thus neutralising the excess, and bringing 
the conditions to a normal state. The same tendency 
to a normal point is present in the case of a high 
exchange, it also tends to come down to a lower 
point but it does harm to the home production in the 
meantime. 

If the causes of the exchange fluctuation are 
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abnormal then special measures for cox'* 
Correcting veering it are required, For example 1 

artificially, if there is a depreciated paper currency 

it has to be deflated. Or loans may be 
raised in another country, or securities may be ex- 
ported to that country so as to create a demand for 
the currency of the exporting or borrowing country, 
so as to pay the loan or' the price of the securities. 
This demand will increase the value of its currency 
in terms of the foreign currency, or will raise its ex- 
change, and thereby prevent funds from flowing out 
of it, The same thing is done by raising the rate of 
interest, which, as has already been explained, stops 
the outflow of money. 

In the end we should note that the foreign ex- 
change may be quoted in two ways. 
T uo°tin 7 ^ deS One wa y that which is adopted in 

exchange rate. the text followed in quoting Indian 

exchange. According to this, the ex- 
change rate tells us the value of a rupee in terms of 
shillings. Another way is that of quoting the amount 
of home currency which has to be given for a unit 
of the foreign currency, e. g n when francs are quoted 
for pounds in Paris. Consequently in studying 
foreign exchange quotations we must keep these two 
methods in mind. . . 

Free and Protected Foreign Exchange. 

Great controversy has raged round the question 
whether free trade or protection is 
advanfeig^r ItS beneficial to a nation. By protection 
is meant protecting the home producers 
from foreign competition by imposing import duties 
on foreign goods as they enter the country. Free 
trade disapproves of all such restrictions. The free- 
traders advocate perfect freedom of movement for 
goods, so that they move to the most profitable market 



INTERNATIONAL EXCHANGE 


279 


quite freely. Theoretically the advantages of pro- 
. . duction are with free trade. It pro- 

Speua, lsatiou. c | uceg a specialisation of work hv na- 
tions. The foreign competition will not allow a 
nation to engage in those branches of production for 
which its resources are not well suited, or are not as 
good as those of others, and will compell it to take 
to those productions where it is able to produce 
more cheaply and efficiently than others. TIlus the 
increased producing capacity of the nation as 

production. well as 0 £ the whole world will bo 


increased. "We have seen that production is tin 4 
first and the most important step in economic* 
activities. Upon it depends all the subsequent 
operations. Therefore, the increased production 
under free trade will also mean in- 
Higher living. creased consumption and higher living. 
The purchasing power of the people will increase and 
their standard of life will advance. The amenities of 
civilized life will become available to them. Increased 


production will enable goods to be produc- 
Cheap goods. 0 q c l iea ply and every one -will have a 

larger share of the wealth to enjoy than he had before* 
What is even more important from the point of 
view of production is that free trade 
Improvement produce ail improvement in the 

produottoi 8 ° f methods of production. The stress of 
foreign competition will not permit the 
home producers to become idle or careless, but will 
force them always to remain on the look out to improve 
their methods/ to adopt the newest inventions, to 
effect all possible economies, so as to produce as 
cheaply as possible. This will, besides giving us 
cheap goods, lead to increasing power of man over- 
nature which is the essence of material progress. If 
on the other hand the home producers are protected 
from foreign- competition, then they are likely to be- 
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come slothful, secure in the safety of tlieir position, 
and this will stand in the way of the industrial 
advance of the nation. Protection once afforded is 
difficult to remove, because the protected interests 
become politically powerful and oppose any such 
attempts. It is therefore a danger to he avoided, 
a block in the progress of the nation. The path 
of advance should be free and clear. 

While theoretically this has got much force, we 
should remember that this is true only 
Disadvantages. on ^} ie supposition that international 

exchange is quite free. We have seen in discussing 
the differences of national and international exchange 
that in the international sphere, even if the economic 
conditions be quite free, the political conditions stand 
in the way of a free movement of labour, which 
loses its power of engaging in the most, remunera- 
tive occupation. We also saw that the work, which 
may fall to the lot of a particular nation in this 
scheme of specialisation, may be more unprofitable 
than the one from which it is driven out, because 
this will depend not only on the question of grater 
or smaller resources but also on the existence 
of foreign competition in an industry and its 
absence in another. Thus even with free trade there 
is no certainty that the expected advantage will be 
secured. The result may be quite the contrary. 

Just as the sweating of labour was 
to theiabour defended on the basis of the doctrine of 
problem. free competition, similarly here the 

authority of freely working forces is 
invoked. But an unequal competition can never be 
free : like the capitalist employer that nation in the 
international trade stands at an advantage which has 
heen the first to organise its productive resources. 
To make competition equal first let other 
countries also have an opportunity to do the 
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same. Protection is tlie trade union of inter- 


national exchange. Per a poor country 
protec?ioD.° f with small resources there will be little 

1 chance in a system of free-trade. It 

will simply be wiped out from the field of production 
and its nationals will live a very poor life. Even 


this may be quite proper from the view-point of the 
production of the whole world and the principle of 
the survival of the fittest, but such principles will not 
induce a weak person to consent to his destruction 


to enable the remaining population to enjoy a better 
cheer, nor would the rest of his fellows suffer tins to 
be done. If they do then it is a degradation of 
civilisation rather than its advance. If civilisation 


does not mean a chance even for the weak to live 


as healthy a life as they can, then it is nothing better 
than a society of brutes. Even then the right of the 
weak to protect himself cannot he denied. Free 
trade makes a nation dependent upon others for its 
wants, and in times of war this dependence may be. 
very inconvenient indeed. 

Economically, as has been explained, a -nation 
may be forced to unprofitable oceupa- 
In juries to tions. The variety of work for labour 

will be destroyed, and even the cons- 
tancy of work may not exist, because the home 
industries will be injured by the com- 
[niusfries 1101116 P 6 ^! 011 of foreign goods. If agricul- 

ture remains to be the main work of 
the nation the employment for a vast majority of 
the people will he only intermittant, as there the 
labour does not get work all the year round. It is 
true that foreign competition may provide cheap 
goods, but it may at the same time 
Decrease of decrease the power to purchase even 

power* Sing those cheap goods. Free trade instead 

of increasing the total production of a 
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Theory of which the r< 

specialisation , 

may not be effee- good, 

tive and even commerce the 

S2t“r a particular d 

develop. oi goods me 


nation may actually decrease it by forcing all persons 
of different capacities to engage in one kind of work 
to which they are not fitted. u ' If the 
productbn^ labour power of a country does not 

possible. got full work its productive powers will 

not be employed to the best advantage 1 
and the total production will be much less than what 
it could have been. 

Further it is not necessary that foreign competition 
should injure only those industries for 
Theory of which the resources of a country are 

may not be effec- niot so good. We have seen that m 

tive and even commerce the habit of purchasing from 

trieTmay^ot' a P ar ticular dealer, or a particular kind 
develop. of goods means much, and so it is 

quite possible that a country may have 
quite good resources for a particular industry and 
may yet be unable to engage in it, for the market is 
in the hands of those who entered the field earlier, 
and now it can “conquer” that market only if special 
facilities be available to it. Therefore the theory of 
specialisation may not- really work in practice, and 
indeed protection itself may- be necessary to enable 
it to work properly. 

Moreover it will be noticed that the advantages of 
May be free trade apjfiy rather to manufacture 

harmful to ing countries. It is there that an in- 

eounSies. ia crease in production will lead to in- 

creasing economies and cheap goods. 
Even there the foreign competition may prevent 
quite r suitable industries from a rising on account of 
initial difficulties. But when once established it is 
undoubtedly profitable to a manufacturing country ter 
have free trade in itself as well as in other countries 
for thereby it will be able to send its manufactured 
goods to other countries and get their raw materials 
for its use, and as trade increases the cost of exchange 


agricultural 

countries. 
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for the manufacturing country mil decrease and its 
wealth available for its consumers will increase- It is 


quite otherwise for an agricultural country. There 
the increase of the demand for its produce will in- 
increase its cost as it follows the law of diminishing 
returns, and so the cost of exchange to such 
a ’’country will increase with the extension of ex- 
change, its labour will not be so remunerative, and its 
purchasing power will be small. What is necessary 
islto increase the variety of occupations in such a 
country so as to keep its labour fully employed, even 
though it be at a cost of productive efficiency in 
comparison with countries who have been earlier in 
the field and whose production is already advanced. 
For this purpose protection may be necessary. 

It may be admitted at the outset that protection 
also suffers from serious disadvantages. 

dUadvaXge*. T]ie firsfc . is elimination of healthy 
competition, for the fact remains that 
competition does make a person look ' about himself 
. and be more careful. In the case of those 

competition. ° industries which are just rising com- 
petition may be harmful, but in the case 
of those which are already established competition is 
undoubtedly salutory, and undiscriminating protection 
is not helpful to the nation’s interests. Secondly 


Costly to 
consumers. 


this is also true that protection is costly 
to consumers. Whether the industry 


be rising or be established the absence 
of competition*, does make the producers feel secure 
and may, make them not only careless in their 


methods of production, but may even induce them 

to raise the prices of their products rather unduly on 
account of the limited monopoly which they enjoy. But 


in this connection it should be noticed that this power 


of increasing the prices will decrease with the deve- 
lopment of* internal competition. When an industry 
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becomes profitable on account of protection, new 
producers will take to it and will create a competition 
which will again reduce the prices. Moreover even 
the rise of prices for the time being is not so harmful 
in the case of new industries as at the same time they 


increase the work to be done by labour, and so 
increase the purchasing power of the people, which, as 
has been explained, is more important than the prices. 
But the difficulty with protection is that once 
granted it tends to become permanent, 
become 0 ^ should not be discriminating only 

permanent. but has also to be temporary. This is. 

however, a matter of administrative de- 
tail, and a system of a tariff board recommending 
periodical protection and keeping a watch on the 
utilization of that protection may be adopted. The 
Government of India has already given a lead in 
this direction. Further, this danger of permanence 
is decreasing with the advance of- democracy. 

Then there is the question of tariff:' wars. If one 


Tariff wars, 
retaliation. 


country raises a tariff against another, 
that other also is likely to retaliate, and 
this may in the long run do harm to 


the former. It depends upon the particular circums- 
tances of an individual country. In deciding about 
a tariff against another country the trade between the 
two countries should be carefully examined to esti- 


mate the loss and the gain expected. Sometimes it 
may happen that a foreign producer may dump his 
'goods in a country even below cost price only to 
drive out the home producer. He may even be helped 
by export bounties of his own country. Although 
such dumping also may stimulate the home producer, 
still it may be advisable to protect him against such 
cut-throat and unfair competition. Generally a 
manufacturing country stands to lose from a policy 
of protection unless it has for some reason fallen back 
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in production. In tliat case it may be necessary to 
protect its production to enable it to recoup itself. 
On tlie other hand it is useful to an agricultural 
country as it enables a variety of occupations to be 
developed. 

There is no doubt that protection does develop such 
a variety, it does help new industries 

itcessaryV” to P r0S P e1 '- is specially useful fur 
new industries new manufacturing industries, because 
specially the the demand for manufactured goods is 
iJnes llfaCtUriUg more flexible than that for agricultural 
ones, and so the rise and fall of prices 
lias a greater and more lasting affect on the pros- 
pects of manufacturing industries than it has on the 
agricultural ones. Consequently it. is necessary in 
tlieir case to protect them in their initial stages. The 
variety of occupation will increase the demand for 
more labour to engage in the new industries, will 
give work to the unemployed. It will give sufficient 
work to labour and so will increase the total produc- 
tion. The development of all industries wall make a 
nation industrially independent of others and will 
save it from being handicapped in times of war. In- 
deed there is hardly any country in the world which 
lias done without protection always. Even those who 
advocate free trade had been protected countries at 
some t im e before their position in production was 


firmly established, and in the post-war period also 
they have returned to some kind of protection. And 
this is not against economic theory 
Protection and £ there is the fundamental difference 
between national and international ex- 


change. The principles which apply to the former 
do not apply entirely to the latter. 

Protection may be granted to an industry in many 
• Fo ms of forms. The usual one is the imposition 

-protection, o£ duties. Duties are taxes imposed upon 
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Customs. 


goods coming into a country or going out, or 
even when produced internally. The last are 
called excise duties. They are not 
revenue^ 68 ° r imposed for the purpose of protection, 
but for getting a revenue for the coun- 
try. The duties imposed on goods coming from 
foreign countries or going out to other countries are 
called customs duties. They can be 
imposed both for revenue as well as 
for protection, but both purposes cannot be- properly 
united in the same duty. The duty imposed for re- 
venue will try to be such that it may 
Difference of yield the largest amount of tax. This 
protective duties, will be possible only it the consumption 
of the commodity is not decreased very 
much by the imposition of the duty. On the, other 
hand the purpose of the protective duty is to stop 
the import of the commodity by so increasing its 
price that the people may refuse to use it, and may 
use the home produced commodity instead. So it 
will be far heavier than the one imposed for revenue. 
The great advantage of customs is that they are 
easily realised at a small number of 
places where the foreign trade is cen r 
tred, the oritposts of the country, and their payment 
is not-felt by the public, although it is the people 
who ultimately pay higher prices, whether of the im- 
ported goods or the home produced ones. This is 
the indirect form of taxing the people. 

Consequently sometimes bounties , and subsidies 

Bounties are a ^ voca ^ e< ^ as ^ e i n g direct forms 

advantages. °f protection. They make the people 

, ' aware of the amount of protection they 

are granting to an industry or the cost of that pro; 
tection to the tax payer. Further, bounties can be 
.graded according to the needs of particular producers. 
Customs duties provide the same protection to the 


Advantages. 
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Weak and the strong. The former may not have 
sufficient while the latter may have a greater pro- 
tection than they really needy a useless tax on the 
community in such a case. Moreover bounties do not 
prevent the import of foreign goods and so keep up 
the healthy competition necessary for progress in 
production. As they do not affect other countries 
they do not provoke tariff wars. Some even 
suggest the taxation of agricultural, mineral 
and other interests for the purpose of paying a 
bounty to the manufacturing ones. If a tax is levied 
on those commodities which follow the law of dimini- 
shing returns, and thereby their price is increased and 
their production is decreased, then the cost of the 
decreased production will be smaller, and so the 
price will rise by an amount smaller than the tax, 
and the loss of the consumer’s surplus will not be as 
great as the amount of the tax would indicate. Oil the 
other hand if the yield from this tax is given to the 
manufacturing industries it will increase their produc- 
tion and lower their prices by more than the "bounty, 
as the cost of production also will decrease witli the 
increase in the production, and thus the consumer's 
surplus will be increased by more than the amount 
of the bounty granted. But in this case the singling 
out of particular interests to he taxed may create 
opposition, and may even create hardship as the 
cultivators are not known for their wealth and pros* 
perity. In spite of its great advanta* 
isa vantages. g eg a bounty may not be suitable for 

a country where the direct form of taxation is not 
likely to be appreciated. A greater reason is given 
by those Economists who argue that in the case of 
customs apart of the cost may be borne by the foreign 
producer. He will like to keep Iris markets as much 
as possible, and will not raise his prices if he can 
help, or will raise his prices as little as lie can. 
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Sometimes a foreign producer supplying several 
markets distributes the cost of the duties on all his 
goods, thus making the general rise smaller. Or if 
he is producing many kinds of commodities he may 
distribute this cost partly on other commodities. But 
in such cases the duties will have to be raised till 
they are effective in protecting the home industry: 
then the imports will stop and the foreign pro- 
ducer will pay nothing. It is true, however, that 
the rate of the duty can be made a little higher 
than is actually necessary, and a part may be borne 
by the foreign producer. The foreign producer bears 
a duty substantially only when , the 
bounties. protecting country has a monopoly of 
the demand of that particular commo- 
dity. This is not likely to be realised so long as 
human beings of similar nature and wants live in 
other places also. Sometimes export bounties are 
given on that portion of home produce which is 
exported. Such bounties decrease the export price 
of the commodity while the price internally remains 
the same. This helps the commodity in competing 
in foreign markets and in capturing newer markets 
by placing it at a cheaper cost in those markets 
than the cost of production of those countries. 
Later on the increase in its production will lower 
its cost and the internal price also may he lowered. 
"W hen a country so subsidises its foreign trade, it 
provokes retaliation. And it should be noted that 
the purpose of this subsidy is not to protect the 
home trade but to enable the home producers to 
capture new markets, 

Other forms of protection are guarantees of 
other forms- interest, free grant of land and other 
G warrantee. ' aids* Li a guarantee the state promises 

to recoup the producers if the yield 
from the investment of their capital is below a cer- 
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Other aids. 


tain rate of interest. Tils also lias tlie advantage 
of regulating tlie aid given to the needs of the 
producers, of keeping up the foreign competition, 
and of being a direct form. But it has the disad- 
vantage of making the producer a little careless since 
he is sure of his interest; and although increased 
exertion on his part may yield him greater profits^ 
but it will also lose him the government guarrantee. 
Such considerations, however, do not affect very 
greatly as no body will like to trust on government 
aid for ever and refrain from developing his trade 
for that reason. 

Other aids are the free grant of land, or rights to 
exploit raw materials on favourable 
terms, or the supply of technical ex- 
perts. All these and such other aids help in 
decreasing the initial costs, which is the chief pur- 
pose of protection. 

A compromise of free and protected trade 
is sought to be presented in the doc- 
trine of “fair trade,” which advocates 
protection only in retaliation. This admits protec- 
tion, while making a pretence of free trade. In 
practice it will be full fledged protection, as so many 
countries in the world will provoke such retaliation. 
The friction and restrictions sought to be avoided 
are reintroduced. 

Imperial preference is another such proposal to 
introduce protection by the back door, 
preference. R proposes that the Empire countries 
should give preference to Empire pro- 
ducts and impose lighter duties than on the goods 
of other countries. But if protection is useful for 
the Empire as a whole it will similarly be useful 
for a nation. To give preference a duty will have 
to be imposed on the goods of other countries even 
Scon, 19 


Fair Trade. 
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where there is none at present. This means the 
introduction of protection. It may cause friction 
with other countries and may provoke retaliation. 
■Whether it will be economically advantageous to a 
component country depends upon the proportion of 
its trade within and without the Empire, and 
individual cases have to be decided on their merits. 



CHAPTEE XXI. 


Machinery op Exchange— Markets. 


Having studied the principles which govern the 
exchange of commodities and the forms that an act 
of exchange assumes, it now remains to study the 
machinery that helps in the development and com- 
pletion of exchange. It may be considered for the 
sake of convenience under the heads (1) Markets, 
(2) middlemen (3) Banks (4) Other institutions. 


Markets were originally the places, where the 


Kinds of 
Territorial. 


dealers in goods met the purchasers. 
In old days in England the holding of 


a market was a privilege granted by 
the crown. It carried a right to levy a toll from 
those, who came to deal in the market. New 


markets were not allowed to be set up near the old 


once and legal suits were brought against those who 
did so on the ground of the nuisance and damage 
that they caused to the older market. The general 


rule was that there should not be another within the 


six miles of one already existing, as this was a 
distance which a man could easily travel and return 
in one day. Thus the territorial idea was the pre- 
Pethg dominant one in these cases. These 

markets were held at appointed times. 
Such markets are in vogue even now in many parts 
of India, where the dealers from the surrounding 
parts of the country meet together on a fixed day 
every week. They are called “Peth”. Then there 
are the numerous Indian fairs which enable the 


Eairs dealers and purchasers to come together 

* dlTiu from distant parts on certain days in 

the year and a large volume of business is done. 
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Even now the territorial sense is present in the 
ordinary meaning of the term market. We speak 
of the vegetable market, the cloth market, the grain 
market in a town. They are often named “ganj” or 
“maiidi 77 in Northern India and the existence of 
towns with those names indicates that at sometime 


they were sites of such markets. 

But from these territorial markets for particular 
commodities developed the general com- 
niarSts lty modity markets. As a rule ’ a dealer 

in a commodity likes to have his stall 
near the stalls of other dealers in the same commodity. 

It has two advantages. Firstly the 
purchasers are likely to come to that 
place first as they will find there many 
dealers and a variety of goods to choose from. 

Secondly close proximity enables the 
proximity. 1 dealer to keep himself informed of the 
condition of the market, what other 
dealers are demanding for their goods, and what the 


Territorial 

proximity. 


_ . . condition of the demand is. With the 

telephone. development oi communications, the 
railways, telegraph, the telephone, the 
postal system, the printing press, it has become pos- 
sible for a dealer to have these advantages of close 
proximity even while remaining at distance. He can 
know the conditions of the market, and the purchaser 
also need not go to make his purchases always to 
the market but can get numerous things sitting at 
home. This has decreased the necessity of territorial 
proximity and has developed general commodity 
markets, or spherers of transactions in which the 
purchasers and sellers of a commodity can come to- 
gether freely. The extent of freedom is indicated 
by there being one price for the same quality of the 
commodity in market except for the' cost of freight, 
octori or duties and such. other' special charges that 
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may attach to any particular locality. , So now in the 
scientific sense a market means that sphere of tran- 
sactions in a commodity in which one 
Definition, price rules for that, . commodity except 
for the different cost of delivering it in the different 
parts of the country or the world. 

In another part of the book we have studied how 
markets developed from village and 
Development. international markets. The first two 


are examples of territorial, markets while the latter 
two are those of commodity markets. It should be 
noticed that even in the case of the commodity 
markets there may be central places where the inter- 
national transactions may take place, such as London 
and New York. But while- a great amount of intern- 
national dealings may be concentrated at these places it 
does not mean that the conditions of a market will 
not apply to other distant places. If e a commo- 
dity has an international market, then its price 
will he affected everywhere by the changes in 
its world' supply and world demand, although it is 
true that these- changes, will be 1 reflected sooner at these 
places of central dealings than at other places, for the 
dealers in these places keep, themselves well informed. 
But from these .places the news will spread every- 
where. Even iu i- isolated places rumour gradually 
filters in and affects the course of prices. 

The development of the r means of communication 
and information has made it possible 
Conditions of a to develop such huge and wide markets, 
large market, ^ neC essary for a large market that 

catioiis» mmUni communications be not merely deve- 
• loped, but that they sliohld be free. 
Impediments like prohibitions of exports, protection 
octroi, are checks to this development of markets. 
Octroi or customs duties imposed for the sake of 
revenue do not act as great liinderances, for they are 
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paid by the purchasers as the increase in the price 
is not so great as to decrease their demand very much, 
but in the case of the protective duties the market for 
a commodity becomes definitely restricted. The greater 
the freedom in a market the nearer will be price all 
over the sphere of transactions in that commodity. 
It should be easy for producers and consumers to come 
in contact freely, and it should be easy to move goods 
from one place to another so that the price may be 
uniform. If they are selling dear at one place then 
goods from other places may come there to increase 
the supply and bring down the price. 

But all commodities cannot have a world wide 


Qualities of 
commodities — 
General demand, 

wool, wdieat. 


market. Only those commodities which 
are in general demand will have a wide 
market as they are wanted every where. 
Such is the case with gold, silver, cotton 
The first two are required for orna- 


ments, arts and for currency. The latter are 
first necessaries of life. But even this condition is 


not sufficient. The commodity must 
durable! an be portable and durable. If it is 
perishable like vegetables it cannot have 
a wide market, for it cannot be easily stored and 
transported. Fruits in the form of tinned fruits 
may be sent to any part of the world, but fresh fruits 
cannot be sent to very distant places accross the 
seas ; nor are stones quarried in a place carried to dis- 
tant places unless they are very valuable. In this res- 
pect gold and silver are better commodities than cotton 

Cognizability f wheat ' Another quality for deye- 
and gradabiiitj, loping a wide market for a commodity 
is its cognizability and gradability. If 
the qualities of a commodity are so many that it be- 
comes difficult to order from a distance, and personal 
choice is necessary then there 'will not be a large' 
market for such a commodity. Such is the case 
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with the manufactured articles of food and dress. A 
baker’s wares or a tailor’s goods require personal 
choice of the purchaser, but any grade of cotton or 
any amount of gold may be bought from a distance, 
because their qualities are fixed and well known, any 
deception in their supply can be easily detected. 
The market for precious stones is limited to local 
conditions for much depends upon personal choice. 
Indeed even in a locality there cannot be said to be 
a perfect market, as the price of individual gems 
will be different, and will depend also upon the 
appraising ability of the purchaser. 

A third condition for the development of a large 
market is that there must be security. 
Security. I n ^ meg 0 f war the markets become 

very limited and narrowed. This is the reason 
why the national market is more stable and secure, 
and maintains its characteristics even in times of war. 
This difficulty was very great in the middle ages 
when petty chieftains were constantly at war with eacb 
other.' The markets increased in extent and influence 
with the development of large national states, and in 
modem times have grown into international markets. 

Somet im es markets are differentiated from the 
view-point of their duration, as a daily 
Time markets. mar k e t 5 a short period or a long period 

market. The duration depends upon the characteris- 
tics of the commodity and the demand for it. If a 
commodity is perishable it can not have a long 
market. Fish market will be a daily market, as the 
fish will be spoilt by being kept. The demands also 
in them will be a daily demand. They will be requi- 
red for daily .consumption, and will not be stored 
for future. Durable goods will have longer markets. 
But if the demand depends upon the passing whim, 
fancy or fashion, the market will not be very long. 
It is long for those articles for which the demand 
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is lasting and recurring, e. g. necessaries of life. Tlie 
market for a commodity, the supply of which is limi- 
ted and is incapable of increase, will necessarily be 
limited to the time required to absorb the existing 
supply. Even in the case of those commodities, 
which can have a long market, a short and long 
market may be distinguished. It is short when it 
refers to the existing supply of the • short period. It 
is a long market when it refers to the long period in 
which fresh and increased supplies can be put on 
the market. 

Economically markets are of the greatest impor- 
tance. Mere production without ex- 
l^ortance of a c ] lail g e W H1 not- satisfy our wants so 
meeting. well, as everyone cannot produce all the 

things he requires. Exchange is a nece- 
ssary step to increase the comfort and welfare of mem 
This exchange is necessarily limited under conditions 
where every producer has to run about to find a 
purchaser. ‘When the purchasers and buyers meet 
together at a central place exchange is undoubtedly 
helped. Now everybody knows where to find a 
thing or where to sell it. He does not waste his 
time but goes straight to the market place. This 
saves time which he can now employ in production. 
The increase in the exchange transactions increases 
T . the total utilities of the community, 
utilities, tor 111 every transaction the total utili- 

ties of the parties to the exchange are 
increased. Moreover markets bring a class of deal- 
ers into existence. These dealers make it their 
business to store commodities when . they are not 
wanted and so r are useless, and sell them when their 
utility is great. Similarly they bring commodities 
from a place where they are not of great value to the 
market where the purchasers can see them and take 
them, thus - creating utilities -which, would not have 
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been there in such quantities, if markets were not 
developed. Markets give an impetus to production. 
If there is a possibility of selling an increased quan- 
tity of produce, the production will be 
V^ducTion increased, otherwise no one will pro- 
duce a thing simply for the pleasure of 
looking at it. And markets do increase the possi- 
bility of exchange b,y bringing many buyers to the 
place. Further, dealers bring new goods from differ- 
ent parts of the country and even create new 
wants by showing them to the buyers, who, if they 
like them, make the purchase. Thus a new direc- 
tion to production is given. New demands arc 
created, production is stimulated and industrial 
life advances. 

The first law relating to markets is, as we have 
seen, that in that sphere of transactions 
price ~° ne one price rules for the same quality of 
a commodity except for the cost of 
freight and other charges that may have 
indifference. to P a ^ in transferring it from one 
place to another, this is called the law 
of indifference. We have also discussed the law of 


Laws— One 
price. 


Law of 
mdiffeieucc. 


, , markets m connection with economic 

Increased . . , . .» . * • i * 

production crises, that it production is increased m 

m all branches all branches of production then the over- 
avoid a crisis. production in one branch is absorbed 
and a crisis is avoided, because the ratio 
of exchange between the different goods remains the 
same, so their equilibrium of demand and supply is not 
disturbed and overproduction does not lie on hands 
any longer. But in practice such general increase 
of production is not possible, and this is why occa- 
sional disturbances in the industrial life of a country 


do appear still. 

The laws of the equilibrium of demand and 
■supply have been discussed. We have seen that 
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Equilibrium tlie demand and supply of a commodity 
o: demand and balance at a point where the largest 
supply. quantity of that commodity can be 

sold. In the determination of this point for 
short periods the extent of the available supply in 
the market in relation to the demand is the most 
important. If the supply is great, the price will not. 
rise high, if the supply is small it will rise. In long 
periods the means of production can be adjusted and 
so the point of the balance will again tend to come 
to its normal equilibrium. 

The extent of the market also influences the 


The larger 
the market 
the smaller 
the fluctuations 
and margin of 
profit. 


fluctuations of this point of equilibrium. 
The larger the market the smaller will 
be the fluctuations of price, and the 
narrower will be the margin of profit 
taken by the dealer. The reason is 
that in the case of a large market the 


demand and supply of the commodity are so great 
that any ordinary increase or decrease of demand or 
supply in a place will not produce a great effect, and 
whatever effect is produced, it will be distributed 


over the whole wide sphere of the transactions in 


that commodity, because if it becomes dear in one 
place its supply from other places will rush to that 
place where a higher price prevails and will moderate 
it atonce. Moreover a commodity having a large 
market is likely to be one of general demand, and so 
its supply as well as its demand will be great. Much 
business will be done in it, and the dealers will make 


many turn overs of their capital. They will take a 
certain quantity, will sell it and with the money so 
set free they will purchase a fresh quantity and will 
go on repeating this operation. The possibility of 
these frequent turn overs will induce them to accept 
a smaller margin of profit per article so that they 


may seE off their goods as soon as possible and make 
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rapid turn overs and get large profits in the total 
period of time. This is so in the case of commodi- 
ties which are in constant demand, are easily trans- 
portable and are imperishable. In the case of seasonal 
produce like wheat and cotton so many turn overs 
are not possible as they are in the case of gold, silver 
and first class securities. By securities are meant the 
papers which are certificates of a right to a certain 
amount of wealth whether in the possession of a 
company or of a government. Examples are the stocks 
and shares of limited companies and government bonds. 
Even in these securities those, the issue of which is 
large, and so which are often being sold and pur- 
chased at the stock exchanges of the world, are dealt 
with at a smaller margin of profit than those the 
issue of which is not so great, and which come in the 
market rarely. This margin may be so small as even 
one fourth or even one eighth per cent. These con- 
ditions are realised the better in the larger and 
in the free market. But these conditions apply 
to wholesale markets. The conditions of retail 
markets, which are local markets we have already 
studied in discussing how the price of a commodity 
is determined between two sets of buyers and sellers. 
In local markets also there may be places for dealings 
wholesale markets the conditions of which will be 
largely influenced by the conditions of the general 
market in those commodities as above described. 



CHAPTER XXII, 


Middlesex, 


Like 

Useful to 
producers. 


markets middlemen also have helped the 
development of exchange very greatly. 
So long as they did not appear them- 
selves the markets were limited and 


production also was not great, for then the producer 
and the consumer were obliged to come in direct 
contact and this involved a waste of time which 


could otherwise be used in increasing production. 
The appearance of merchants is a further division ot' 
labour in the production of utilities. They make it 
their business to take the goods to proper places 
where they may find purchasers and thus take away 
a large amount of trouble, and worry off the hands 
of producers. As this work becomes the particular 
business of the merchants they are able to go to dis- 
tant places, and even foreign countries, and sell their 
goods. The producers cannot do so for they have 
not the time nor the inclination for this. If they do 
so their production would stop. In the old days of 
distrust and isolation it was not always easy to sell 
in foreign markets. Thus in the days of the guilds 
a foreign merchant could sell only wholesale to 
local merchants, and that also at a specified time and 
place and on the payment of a tax. The arrange- 
ment of all these things was better left to persons 
who were not actual producers. 

These merchants and middlemen help not only 
the producers but also the consumers. 
and They save the trouble which they would 
consumer, have had to undertake in searching for 
the things they want. Without the 
soo 
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merchants the produce of distant lands could have 
been scarcely available to us. They 
create new wants and new incentives 
to production. They are useful not 
only in this way. but they actually in- 
crease the utilities of the goods by 
storing them and transporting them to 

other places* 

If it was possible for producers aud consumers 
to come in direct contact in old days 


Make new 
tiling available. 
Increase utility 
by storing and ' 
tr.usp >rtiug. 


a necessity link it is not so easy now when things are 
LTpro.iucer°' produced wholesale. The large maim- 
and consume .% facturer has no time to look after the re- 
tail sale of his goods. To manage tlm 
selling side there is a commercial manager, besides 
the factory manager, he has to dispose ot* such 
large quantities of goods and so rapidly that he can- 
not arrange for the retail sale of these goods and 
some middlemen are necessary to act as a link bet- 
ween him and the consumer. Thus the middleman 
has become a necessary part of the modern machi- 
nery of exchange. Even where consumers form a 
consumers’ society, which purchases goods wholesale 
from the producers, the society acts as the link. . The 
only difference between the society and an ordinary 
merchant is that the profits of the merchant go to 
his private pockets, while the profits of the society 
are distributed to the members on some plan or other. 
But in every ease a middlemen between the pro- 
ducer, who generally sells only wholesale and to the 
consumer, is necessary. 

• The institution of these middlemen has enabled a 
great increase of production. It was so in 
old days and it is so now. They save the time ot 
the producer and increase the demand for his goods 
by showing them to consumers and creating desires 
and likings. They were necessary; in old days be- 
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cause they could carry the goods far, and they are 
necessary now because they can sell and distribute 
the goods, which they take wholesale from the large 
producer. 

But while a moderate number of middlemen are 
good, ail undue increase is hlso an evil 
both social and economic. Just as a 


great increase in the number of producers of a com- 
Untruthfui modify decreases the price of that com- 


advertisemenfc 
and adulteration 
of goods. 


modify and the profits of the producers 
by competition, similarly an increase in 
the number of merchants decreases 


their profits, and leads to a great deal of even 
undesirable competition. There is any extent of 
untruthful advertisement, dishonest dealing and adul- 
teration of goods. Such tactics not only produce a 
general distrust and act as impediments to free ex- 
change and so are an economic evil, but they are asocial 
evil also in as much as they increase deception and 
cheating. In this connection the rule of the old 
guilds requiring foreign merchants to sell under res- 
trictions was very helpful. Generally untruthful 
dealings are not so easy in the case of local dealers 
as they are in the case of distant ones who work by 
the V. P. P. system, ^ and so a regulation on the 
activities of these distant merchants is necessary. 
Even in the local markets adulteration of goods is 
a standing danger to public health. In India there 
is a general complaint about the adulteration of milk 
and *‘ghi” which is doing untold amount of harm to 
the health of the nation. 


Another disadvantage is that there is a divorce 
yv between the wholesale and retail prices 

8ale°andretaii 0 ** § 00( ^ s * The retail price is higher 

prices. than the wholesale one. A small mar- 

gin is quite justified, for the middle- 
men also produces some utilities and so is entitled to 
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charge for his trouble. But what is bad is that even 
when the wholesale prices go down the retail ones do 
not follow. And this difference is greater if the 
retail market is far away from the centre of produc- 
tion. as there the difference is not so easily and gene- 
rally known, although in course of time it reaches 
there as well. This difficulty is being decreased by 
the railway and the telegraph, still it cannot be wholly 
eleminated. One way of getting rid of it is the for- 
mation of consumer’s societies, who purchase direct 
from wholesale producers and sell to the members. 
But this system has not made sufficient headway yet. 
At present the middlemen is essential, with ail his 
evils, for the proper functioning of exchange. But 
his activities can be regulated by penalising untruth- 
ful advertisement and adulteration of goods, and his 
power of charging a high price can be decreased by 
the development of communications. 

Middlemen may be divided into several classes. The 
chief of these are the merchants. They 
Merchants. ma y foe travelling merchants like haw- 
kers and pedlers or local merchants like shopkeepers. 
Historically it is said that the travelling merchant is 
the earlier form, for in old days the chief function was to 
take the goods to different places where the producers 
themselves could not go. But later even local mer- 
chants developed to take away the work of selling 
altogether from the hands of producers. And now 
when goods can easily be sent to distant places with- 
out the merchants themselves going, the producers 
send only agents to study conditions of the market 
elsewhere and to find out the kinds of goods required 
there, which are then supplied to the local merchants. 

Another distinction is that of retail 
sellers or ordinary shopkeepers or stall- 
holders and of wholesale dealers. The 
latter.. act as distributors. . They purchase goods 
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wholesale from the producers and distribute them to 
retail merchants, themselves charging only a small 
margin of profit as their turn over is greater than 
that of the retail seller. The retail seller, therefore, 
charges a larger margin as his turn over is not rapid, 
and his capital is small, so a larger margin is necessary 
to provide sufficient funds for his up-keep. * 

Other classes of middlemen are brokers and trans- 
porters. The former negotiate trans- 
transporfcer^ actions between different persons. They 
keep themselves informed bf the condi- 
tions of the market, and know exactly where a parti- 
cular thing is to be purchased and who are likely to 
purchase it. They save the time and trouble of both 
parties and facilitate a speedy completion of a tran- 
saction, for this they charge a commission. The 
transporters carry tilings from place to place and are 
essential to the modern machinery of exchange. They 
have made the development of merchants and markets 
possible. They not only increase the utilities of the 
goods they carry, but they also increase production 
by enabling goods to move to different places. They 
help localisation of industries in different places and 
bring raw materials to them and take away their 
goods to places where they are wanted. In all these 
ways they help production. Transportation lines are 
the arteries through which moves the blood of ex- 
change carrying nutrition everywhere and distribut- 
ing it to the different parts of the body social for 
consumption by numerous cells and for the building 
up of the tissues of the social body. 

The various kinds of transports may be grouped 
w . , . , under water and land transport lines, 

transport. A third air transport gives a promise 
of a speedy development but it is not 
yet well advanced to be of practical importance, 
water transport by way of boats and steamers, is 
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cheaper than the land transport, because in the for- 
mer case the cost of maintaining the line is nil. 
Elvers and seas are provided by nature. In their 
case the expenses incurred are only those of work- 
ing the lines. On the other, in the case of land 
transport like railways, motor transport and other 
vehicles, roads, high ways and railroads have to 
be built and maintained. But at the same time 
these later are more convenient and speedy than 
the former. Consequently boat traffic on rivers 
and canals has been very greatly decreased. 
Moreover, boat traffic is possible only along water- 
ways, while the forms of land transport can be used 
more extensively. At present water transport con- 
sists chiefly of the sea-routes, as the railways and 
other land transport can have little utility in that 
sphere. 


Econ, 20 
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Banks, 

In early clays banks or individual bankers per- 
formed the function of receiving money 7 
Early banks only p rec i ous me tals or ornaments for safe 
money changers, custody, They used to charge a certain 
percentage for performing this function. 
The private individual had not such facilities of 
guarding his valuables and so he entrusted this work 
to the bankers on the payment of a small charge. 
These entries in favour of the depositor could be 
changed at his request in favour of a third person. 
In this way trade bills, made for goods supplied, were 
sometimes paid at the banker’s, and gradually 
“hunches ’ 7 also developed. For funds so deposited 
for safe custody the banker issued receipts, and the 
depositor often delivered this receipt to his creditor 
who took the payment from the banker. As the 
business increased some bankers, probably, to save 
trouble kept several kinds of receipts in various 
amounts ready signed and gave them away as de- 
positors came. The depositors used them to pay 
their debts and the high credit of the banker made 
them circulate further, and thus the system of bank 
notes was discovered. Another work that was often 
undertaken by the bankers was the exchange of 
foreign coins into the domestic ones, so that traders 
from abroad may be able to purchase in the country. 
This they were enabled to do by reason of their 
greater resources and avenues of information about 
the currencies of the world which an ordinary person 
could not have, 

m 
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Tims the early banks and bankers already con- 
tained the elements which have so much 
development. developed in modern banking. The 
ancient banker charged a percentage 
for safe custody because he had not such possibilities 
for lending money to others as there are now, and so 
he used to keep the money intact, except, of course, when 
it was required by the government and he had to 
lend a part of it. But in modem days the indus- 
trial development has increased the new uses for 
money, and so the bank makes a profit by lending- 
part of the money of the depositors. This enables 
the bank to forego the charge for safe custody, which 
used to be made before. It rather tries 


TI10 main 
principle. 


to pay interest on the deposits so that 
a larger amount of deposits may come 


to it and it may have large funds for lending to 


others. It . lends at a greater interest than what it 
pays to the depositor, and thus makes its profits. So 
now the principal business of a bank is borrowing 
and lending in various ways. The 

way^f ^deposits, usual wa 7 ot ' borrowing w by way of de- 
posits. Generally there are three kinds 
of deposits. The first is called current accounts. The 
theory of current account is that the amount bank keeps 
the amount deposited always ready, and the depositor 
can withdraw all or any part of the 
Current account, amomit at any time. A cheque book 

is issued to him and whenever he wants money he 


writes a cheque to the bank. If he writes a cheque 
for an amount larger than the one shown to his credit- 
in the books of the bank than the bank may dis- 


honour the cheque or may allow the 
Over-draft,* person to make the over-draft. The 
latter method is allowable in very exceptional cases 
when the credit of the person is very high, the hank 
has had large dealings with him in the past, and the 
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amount* o£ the over-draft is not large. The system, 
however, is liable to abuse, and many bank failures 
in India have been due to unscrupulous managers 
and directors allowing their friends to over draw. 
As in theory the bank keeps the whole amount of the 
current- accounts in cash, it does not pay any interest 
on that money as it is not thought to be earning 
any profits from it or if it does allow interest it is 
at a very small rate as compared with the other 
kinds of accounts. In practice it is not necessary 
to keep the whole in cash for all the depositors are 
not* likely to call in at the same time, even the 
cheques issued upon the bank change hands by 
endorsement, when the credit of the bank is high, 
and the bank does not require to pay while the 
cheque is in such circulation. So the bank does get 
a margin- of funds which are not likely to be demand- 
ed at once, and these it lends at short notice and 
for short periods so that they may soon be realised 
when required. The interest it gets on such short 
period loans is not large and so it does not pay any 
interest to the depositor, and the interest received 
goes to pay its own expenses and profits. 

Next come the savings bank accounts. In, this 

vinos bank CaS6 ^ank does P a y ^Orests but 
accounts. * at a small rate, because in this case 
also the depositor has a right of with- 
drawing any part of the amount standing to his 
credit once in a week. As he cannot withdraw 
more than once a week, the bank is more secure in 
meeting the withdrawals in these accounts than it 
was in current accounts, for in these another week 
only can bring another demand. So it can lend 
part of these funds at a better rate and for slightly 
longer periods than is the case with current accounts. 
But here also the bank can not lend this money for 
long periods and so cannot earn large profits. 
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Therefore, the interest on savings hank deposits is 
smaller than that on fixed deposits, and generally a 
bank receives not more than a fixed amount in the 
savings bank account of one person. If he wants 
to deposit more he should do so in the fixed 
deposits accounts. 


Fixed deposits are graded according to the time 
of the notice required to withdraw 
money. A depositor should give a 
six months, one year, two year notice of his inten- 
tion to withdraw. This gives ample time to the 
bank to realise its own funds by caUing in the loans 
or by selling the securities. The longer the time 
the easier it is for the bank to do so, and so the 


Eixed deposits. 


bank can lend these funds in remunerative long 
term loans. As its profits are great, it pays a large 
interest on such deposits and the rate of interest 
increases with the time of the notice. 

Another way of providing itself with funds is 
„ . that of rediscounting. A bank pur- 

e lscoun mg c i iaseg bills 0 £ exchange or hundis 

from traders by deducting from the face value its 
own discount and paying rest of the money 
to the trader. This discount is made up of 
the interest for the period for which the bill or 
hundi is to run before falling due and his commi- 
ssion for the work he does, the risks he undertakes 
and the convenience he provides. In case of neces- 
sity the bank may take these bills to a central or 
reserve bank and get them rediscounted. The 
reserve bank will deduct its interest and commission 
and pay the rest to the bank and thus the bank will 
get funds. But this method of providing funds is 
used for getting cash to pay demands made upon 
the bank when the bank reserve is not sufficient 
for the purpose. It is not used for getting funds 
only to lend to others, because the bill of exchange 
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itself is a loan advanced to the trader. Rediscounting 
is rather the realisation of that loan before it tails due 
so as to meet some exceptional demands upon the bank. 

In the case of cheques so long as the cheques 
remain in circulation the bank is in the 

che^ues 1 *^ same position as if it had got a new 

C leques. deposit. The cheque should have been 

presented as soon as made and then the bank would 
have had to cash it, but it is not presented to the 
bank immediately and so the bank retains the deposit 
for a longer period of time. But the cheques do not 
add directly to the deposits they rather extend the 
period of their detention with the bank though the 
effect is practically the same as if a new deposit 
were made. Similar is the case, where a bank has 
also the right to issue notes. It pays notes, where 
it should have paid cash and the notes are taken 
because the credit of the bank is great and every- 
body believes that the bank will be able to redeem its 
notes. The effect of the note is that part of the cash 
represented by the note is invested in interest paying 
loans or other securities, and in case of demand for 
cashing cheques the bank is not obliged to call in the 
loan or sell the securities. It can pay in those notes. 
So long as the note remains in circulation the bank 
is enabled to keep its funds invested, but as the notes 
come they have to be cashed like cheques. For this 
purpose part of the money is kept in cash as a reserve. 

Row a days a bank is generally a joint stock 
company. When a number of persons 
Sk conipany j°^ n together and subscribe an amount 
of capital to use it for starting some 
industry, trade, transportline or banking, it is 
called a joint stock company. The amount subscri- 
bed is its capital. The subscribers are shareholders 
and their shares are called shares or stock of the 
company. A joint stock company is a limited liability 
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company when the liability of its 
unlimited 11 shareholders is limited to their shares 

liability in the capital of the company. If 

company. the company fails, the creditors of 

the company cannot ask the shareholders to pay any 
thing more than the value of the shares subscribed 
by them. An unlimited liability company is that in 
which the liability of each shareholders is unlimited, 
and any shareholder may be made to pay the whole 
of the liabilities of the company by its creditors. 
Generally the companies are limited liability compa- 
nies. As the shareholders live at distant places, so 
they cannot supervise the affairs of the company 
efficiently, and therefore do not saddle themselves 
with unlimited liability. A bank now-a-days is such 
a limited liability joint stock company. Its capital 
forms the initial fund with which it 
Capita], starts work even before deposits are 

attracted. Capital is never paid back to the share- 
holders unless the comjmny stops works and its 
assets are greater than its liabilities, then the assets 
are after paying off the debts of the company, paid 
to the shareholders proportionately to their holdings 
of shares. Otherwise the shareholder only gets his 


dividend periodically. The capital 
permanent forms* a fund which may be lent for 

deposit is also a any length of time. It is a kind of 

security for permanent deposit. It is also a secu- 

deposi 01 s. j*ity for the depositors, because the 

depositors know that the bank has got another fund 
invested besides their deposits and so in times of 
difficulty the margin supplied by those funds will 
compensate for any loss which the bank may incur 
in its investments of the deposits. 

The funds that a bank gets in the above ways it 
lends to others, and the difference 
f lending. between the interest it pays and the 
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interest it receives constitutes the bank’s profit. But 
it cannot lend the whole amount, for if it does, it will 
not be able to pay when the depositors or noteholders 
want their money back, and if it refuses to pay then 
nobody will entrust his funds to it any more and its 
business will be stojiped and the profits of the share- 
holders will be lost. Therefore a bank always keeps 
ready to pay such demands. And for this purpose 
„ it keeps a reserve fund. Experience 

fuud. shows that all the depositors and note- 

holders do not want their money back 
at the same time and generally 33 to 40 per cent 
of the liabilities of the bank are enough to meet the 
demand. The rest of the funds may be invested. 
But sometimes it happens that there is a panic in 
the money market as there is when some large firm 
or bank fails. In such a case there is created 
a general distrust amongst the investors, and 
everybody wants to have his money back and there 
is a general run on the banks. Or it may happen 

Savin of ^ le case of a special bank when 

crisis. somebody sets a harmful rumour afloat 

about it to injure its credit. In such 
cases the securities of a bank must be sold at once 
and its loans called in, but such action is likely to 
cause greater panic. The situation is saved, if some 
other bank is able to lend money to the bank in need 
so that it may tide over its difficulty. This is the 
function performed by a reserve or central bank. 
The bank in difficulty places its bills and securities 
in which its funds are invested in the possession of 
the central bank and obtains an advance on them. 
Thus a panicky sale of securities is prevented and the 
situation is saved. If the reserve bank has a right 
to issue notes then it may not require cash to * pay 
the advance and may pay it in the form of notes. 
As the credit of the reserve bank is likely to be high 
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and its notes are likely to be legal tender they will 
be accepted in payment by the creditors of the bank 
in difficulty, and the trouble will subside. 

The rest of the funds, deducting the reserve 
fund, of a bank are available for being 
Lo:liiS employed in interest paying invest- 

ments. Part of these funds will be used in providing 
loans to approved borrowers, part will be invested 
in good securities, and part will be used in the 
purchase of commercial paper. The proportion bet- 
ween these uses depends upon the character of the 
bank. An ordinary bank is likely to give short period 
loans or purchase commercial papers so as to be 
able to realise its funds at a moment's notice. It will 
also have only first class securities which are readily 
saleable at all times in the market. An industrial 
bank will issue large loans to approved new industries 
and take their bonds although the industry is a new 
one and its bonds are not so easily saleable. A land 
bank will give loans on the security of land, which 
other banks will not. Apart from these special 
considerations generally banks issue loans lo persons 
whom they know very well, on whose credit they can 
rely, and in most cases they also take as collateral 
security some good stock of a well established 
company or a government. They do not give loans 
on land as land is not a readily saleable security or 
if sold in haste, it is not likely to fetch a good price 
and so is not a good security for t-lfis. purpose. They 
try to keep the loans for as short periods as they can 
and ahvays prefer those payable on demand, if they 
are not paid on demand, they sell the collateral 
security and recoup themselves. They charge an 
interest, which is about 4 to 5 °/ 0 higher than the 
interest they themselves pay on deposits. 
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B-side* secured loam the banks also invest their 
redundant* £un<Ls in first class securities. 
oL In the ease of semi-state banks like the 
Imperial Bank in India the securities 
are iixed by law ur charter so that the bank may not 
indulge in the purchase ofc* new stock and lay itself 
open to troubles. This method of investment, 
although it also does release the funds of the bank 
for the use of the money market, does not help trade 
as directly as the methods of loans and discounting 
of commercial paper docs, for there the money is 
lent directly to those who are engaged in trade and 
are in need of funds. But it has the advantage of 
being a kind of last resource upon which the hank 
may fall back, for while the loans may not chance 
to lie realisable suddenly, commercial paper may not 
be maturing or falling due, they can always sell these 
securities, or get advances upon their basis from the 
central hank. The banks also purchase and keep 
custody of such securities for their clients on a 
nominal charge if any. Their advantage is, that client 
is also likely to keep an account with them, and they 
get a commission on the transaction of purchase and 
sale which they effect on his behalf. 

One of the most important ways of investing 
funds is the discounting of commercial 

commercial P a P® r suc ^ as b p s of exchange or 

paper. nunclis. Ihese relate to trade transac- 

tions. The bank takes them easily if 
they are supported by the endorsement of one, two or 
three, whatever may be its custom, persons whose 
credxL is high so that the bank has besides the drawer 
these endorsers also to realise its funds from, in case 
of its being dishonoured by the drawee. The bank 
pays the amount of the bill or hundi less its discount 
to the drawer or the person presenting the bill for 
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-discounting. In this way the hank is able to oirn 
interest on its funds and also provides funds to tin* 
drawer who can now effect new transactions with 
their help. But these hills are not realisable before 
they fall due. and so in cases of a crisis a bank takes 
them to the central bank and gets them rediscounted 
to provide itself with funds. This business is largely 
done by exchange banks. The exrliang** 
Ai >1 a age. banks also engage in arbitrage business 
which is. as has been explained, a purchase in one 
market and a sale in another of the same securities or 
of foreign currency, when there happens to be a dif- 
ference in the price of the securities, the exchange rate 
or the rate of interest prevailing in tic* 
Other business. t ^ Q markets . Besides these the hunks 

perform many other kinds of monetary business for 
their clients. They receive valuables, goods, and 
securities for safe custody, they sell and purchase 
stocks and shares collect dividends, act as trustees 
and executors, as correspondents of other banks and 
issue letters of credit, transmit funds from one place 
to another, and do foreign exchange work. 

From the above it is clear that the banks do not 
help themselves only by their transac- 
Management tions, hut they help trade by providing 
of credit. funds when the, trade requires them. 

Indeed the chief function of the bank 
is to draw money from places where it is lying idle 
and make it available for trade and 
Provision o£ industry. Its effect is as if the total 
cheques. quantity of money were increased, 

because the efficiency of the money 
already existing undoubtedly increases. The funds 
deposited with the bank are not only used in lending 
to others but the same funds may serve to effect 
many transactions and still may not be used. Thus 
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when a depositor draws a cheque upon the bank he 
eumpletes one transaction upon the basis of those 
fmnK This cheque passes through several hands 
completing several transactions before being presented 
t-> the bank. The sum represented by the cheque 
has done work of a value many times more than 
its cash currency value because everybody had a 
faith in the bank and the drawer, and on that faith 
used that cheque as money. "When a bank is 
authorised to issue notes then part of the money 
represented by the note issue is kept as a reserve and 
the rest of it is invested in securities and so is made 
available to the money market. While the funds so 
released are helping trade, the notes issued on the 
basis of these funds are living their own course of 
life as money, and are effecting numerous transac- 
tions in passing from hand to hand. We find, 
therefore, that the system of banks makes the develop- 
ment of a huge structure of business based upon 
comparatively small funds possible by the exploitation 
of the credit of the bank, this credit being so great 
by reason of the huge funds being always in its power 
to meet the demands of those who want money. 
This development of credit is a unique fact of modern 
monetary organisation. 

Credit increases with the development of trade and 
Condition of industry because such development * 
increase of finds new uses for capital and permits 
the expansion of credit. Public secu- 
rity and confidence in the future outlook is essential 
for its expansion, and a sound currency system is the 
basis upon which the structure is raised. London 
has been the world's money market of the world 
because of the sound gold currency of England 
and in war time when there was the paper pound 
in England, the free gold market of New York 
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attracted much of the work. 

It should have become clear from the above dis- 

■p , . . mission that credit performs verv value- 

r unctions ot , , 0 * , - 

credit. ab le itmctioiis. It replaces expensive 

gold, which could not have been found 
in such large amounts, by paper, it accomodates the 
borrower by permitting him to pay at a future t imc. By 
a careful management of credit a crisis may he avert- 
ed and prices stabilised. It increases the efficiency 
of money by enabling it to do a very large amount of 
work, uses up idle capital by drawing deposit and 
helps trade and industry. 

But at the same time credit is also very sensitive. 

The slightest rumour may affect it 
and may cause a run upon the bank. 
If the bank has got sufficient funds 
the people may be reassured, otherwise a monetary 
crisis occurs. If the bank closes, a general panic 
results and other banks are as well affected. This 
may happen without an ugly rumour, when funds 
-are going out of the country on account of trade 
demand. At such times credit shrinks because 
every one wants money and so cashes his credit 
instruments. The central bank, which makes it it* 


Its manage- 
ment. 


rate of interest 
the loans 


business to manage credit, raises its 
and so of discount. It charges more on 
demanded from it and takes a larger discount on hills. 
The general rate of interest for short period loans 
rises in response to it. Funds from outside come to 
the country to be invested so as to earn the increased 
rate of interest. The arbitrage workers from abroad 
purchase bills of exchange as more discount is to be 
gained thereby. The exporters also export more so 
as to have their funds invested in the goods realised 
-and used in the market. Those who wanted to borrow 
from the banks refrain from doing so in the prevailing 
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high rat* 1 . Tims the funds flow in and again tlie 
diriuking credit begins to expand. 

} *lv< lit suffers from certain defects peculiar to itself. 

^ As the provision of credit instruments 

° takes only printing notes to expand it, 
it is liable to abuse when an unweildly 
amuunt of credit may be based upou a veiy slender 
hash of currency and a crash may come disorganising 
the whole industrial life. This is helped by the tend- 
ency to waste of funds due to an easy provision of capi- 
tal. Those who are not really capable, can now under 
take a business as they can find funds easily. More- 
nver by providing large funds it enables large scale 
production with a tendency to monopoly. 

But we should remember that cred’t itself is not 
capital. Credit is faith, and this faith 
cwticaL 1, r ^ le *°freney of a hank enables the 

same amount of money capital to do 
the work of a much larger amount of capital: it also 
draws out small savings and hoards in the form of de- 
posit and makes that idle capital do some work. Thus 
com lit acts as if capital were immensely increased but 
hsclf is not capital. Further what money or its subs- 
titute credit does is only to provide a means of 
commanding auxiliary capital. It itself does not take 
part in the production of a commodity. It facilitates 
the transfer of wealth from one who uses it as 
wealth to one who uses it as capital. 

Moreover a bank provides a very safe means of 
. transmitting funds from one place to 

i.f fun(!s^ S10n another at a very cheap cost. The 
bankonly charges its commission which 
is generally very much lower than the ordinary postal 
money order charges, and is safer than the ordinary 
postal insurance. The bank is able to do so because it 
has branches or correspondents at various places who- 
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pay the bank's draft. The. obligations between rhein are 
settled by periodical accounts in which (da inis against 
each other are balanced and only the excess is paid in 
money. The document issued by a bank upon its 
branch or correspondent at another place is called a 
‘‘draft.” Like a bill of exchange it may he a demand 
draft or may run for at a period before becoming pav- 
. ,, able. Besides this a bank also issue* 
of credit. a hhter ol credit. \\ lieu a draft i< 

for a fixed sum to bo paid in a lump 
sum a letter of credit authorises the bank's corres- 
pondent to give the holder credit up to the amount 
mentioned in the letter, and the batik undertakes res- 
ponsibility for the funds so provided. The holder 
may or may not take the whole of that sum. He 
may not even take a part but he gets a credit 
balance to that amount available for his use. 

The note issue of a country is managed either hy 
^ „ a government or a bank. In the latter 

and monop o- case it may be tree or monopolistic, 

listie. It is free when every bank has a rigid 

to issue its own notes. It is monopolis- 
tic when the right is limited to one hank as it is 
at present in England and France where the Bank of 
England, or Bank of France alone can issue notes. 
Formerly the right used to be a free one but it proved 
to be liable to abuse. An unscrupulous hanker 
would issue notes in excess of his resources a ml when 
the notes come for cashing in large numbers, he 
would close clown inflicting a great injury on the hold- 
ers as also on the money market. Even now many 
banks in the United States issue notes, but there they 
cannot manufacture their notes but they take their 
notes, either from the National Treasury depositing 
sufficient securities in exchange for them, or they 
take their notes from the Federal Reserve Bank. The 
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former is railed the "National Bank note system. Un- 
der that the notes are again marked with the seals of 
the issuing hanks, and in ease of the default of the 
bank, the treasury sells the securities deposited and re- 
deems the notes. In the Federal Reserve system 
the bank which are members of the system take 
notes from the Federal Reserve Bank on depositing 
approved paper and then these notes are issued to 
he public as federal reserve notes. 

Generally, therefore, the right to issue notes is 
limited to a central or reserve bank under strict con- 
ditions. The bank cannot issue them to any amount 
it likes. The amount is fixed, but if the trade demand 
is great then it can exceed this limit either by paying 
a certain tax on the increased issue, as in the case of 
Germany and the Federal Reserve Bank of America, 
or must take permission of the legislature, as in Eng- 
land. The latter is a cumbrous mode and lias often 
broken down in practice, and the permission has had 
to be given in eases of emergency by the suspension 
of rules. The tax system is elastic and at the same 
time ensures that the new issue is not undertaken 


lightly, and che willingness to pay the tax shows that 
the trade demand is genuine. At such a time if notes 
are not issued then a monetary crisis might) result from 
the stringency of the money market. 

It has not been found necessary to limit the 


-- b working of the cheque system in the 

ween a note 6 " same wa y* Tl ie cheque circulates only 
and a cheque, amongst those who have faith in the 


drawer or the endorser on the bank and 


so cannot commit much mischief. The cheques are issued 
only when money is wanted for trade and are limited 
by the credit allowed and so are not liable to overissue. 
Cheques are not legal tender and so their circulation is 
not universal but is restricted, and they are negotiable 
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by endorsement except the bearer cheques which change 
bands by delivery. Isotes on the other hand are issued 
by a government or under governmental regulation. 
They auedor fixed amounts and are legal tender and 
so have an extensive circulation. They circulate from 
hand to hand merely by delivery. Such notes depend 
upon the credit, and security of the government and 
are money which the cheques are not. 

As a rule an issue of notes by a bank is less liable 
~ , to overissue than it is when it is issued 

and bank issue, by a government, A government lias 
got the power of the law behind it, 
while a bank is a private institution and is anxious 
about its credit. Even if a government offers to he!]) 
a bank by making its notes a legal tender, the over- 
issue will injure the bank's credit and will stop its 
business. So a bank is likely to issue notes only in 
obedience to a trade demand, but this is only in case of 
well regulated banks ? and not of unscrupulous ones. 
It is, therefore, better to entrust the note issue to a 
central bank than to manage it officially. 

The advantages of the bank system, we have seen, 
are great. It enables a huge structure 
of a "banf. 63 °£ credit to be built on a slender basis 
of cash. By thus increasing the 
•efficiency of money manifold it helps in the increase 
Credit help in of business. It provides funds when 
stringency the money market is greatly in need 

of money. of them. But for this provision the 

business would have come to a stop and there would 
have been a great set back to the 
commercial nd Progress of the country. It provides 
advance. funds for effecting transactions with 

foreign countries and for building up 
new industries on easy terms : and makes all this 
possible to a much greater extent than it would have 
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been the wi>e it* the metallic money alone were used. 
Jik as cfrffient transport is a necessary condition of 
a model’!* industrial organisation, so is a banking 
svst an. Xow industry and trade can not wait long 
for tivinmiission from one place to another, nor can it 
wait fur funds. It should have both atonce, else 
the whole machinery is dislocated. And it is the 
banking system which supplies the basic need of 
ample funds. 

Xcarly all ordinary banks have a savings bank 
department in which they open savings 
Iciiiles hank accounts for their clients. Some 
banks are opened only for the purpose 
of inducing habits of saving in the public. In India 
there is a savings bank attached to the postal system, 
and the numerous post-offices make this convenience 
widely available to the public. Another form of bank 
instituted for inducing saving is the cooperative bank 
in which the members deposit their savings and then 
.take loans on cheap terms. Generally, however, the 
savings bank work is done bv the ordinary banks. 

Those banks, which have branches and correspon- 

_ , , dents in various countries and deal chief 

Jixen a nev banks, i • n <? i i 

lv m the foreign exchange business, are 

called exchange banks. They purchase and sell 

foreign exchange bills and do arbitrage work. They 

do not lock up their funds largely in any country but 

rather keep them as fluid as they can conveniently so 

that they may be able to do business where soever 

greater profit is to he earned, and for this purpose 

they have special facilities of information and action 

through their agents. Such banks are like the 

Hongkong and Shanghai Banking Corporation. 

Industrial banks like the Tata Industrial Bank are 
Industrial started for helping industry. Such 

banks. banks make long term advances 
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to new industries which they consider to bo 
promising. So they prefer fixed deposits more linn: 
savings bank or current account, and haw it large 
share capital, so as to make money Fur lung pmiuO- 
loans available. They gmwrally i ominaw a director 
or directors oil the boards of the < ompmne^ they 
finance to see that the company is not mismanaged 
and their money is not endangered. 

The Central or Reserve Bank in a country acts as 
the banker's bank. Bmiendlv every 
^Reserve banks. jn(jmber uf tlll . ,vst^m. « 

reserve deposited with it. Mutual claims oi the 
member hanks are settled by the tremleremw Iroin 
one bank's account to an >ther hank's ovmu! m the 
books of the Reserve Bank oF any amount that uniy 
be found to be payable after the cancellation oi tin* 
claims against each other. Tlnm it enables huge 
transactions between banks possible on the basis ot 
small funds just as the banks themsel ves^ do lor 
private individuals. The deposits made by these the 
member banks with the Reserve Bank is not likely 
to be required for payments all at once and so the 
Reserve Bank also can keep a proportion as its 
own reserve and use the rest to lielp the money 
market. But generally such a bunk does not compete 
with the ordinary banks in the usual bank ou.finess 
but invests its funds in gilt or first class securities 
and rediscounting commercial paper. L\en then its 
funds become available to the money market and 
expand credit further. Another inaction, which ^ the 
Reserve Banks perform, is the management of the 
whole credit system by manipulating* the rate oi 
discount as seen above, ami of coming* to^ the rescue 
of a bank in difficulties by providing it with funds by 
taking its securities or rediscounting its bills, it is 
the lord of the money market and for its ov n sake 
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governs it wisely. It coordinates the credit system 
and lias heroine a necessary part of the modern 
mo mta r y organisation. 

Ordinary banks do not lend money on the security 
of land. For this purpose special land 
banks are formed. There are a few 
examples only of this kind in India as in Bengal, but 
in Germany this system is very well developed. It is 
formed in two ways. In one the landholders unite 
and start a bank on joint responsibility. The bank 
grants loans to the members in the form of bonds, 
each of which is of a small value. They bear about 
4% interest. These bonds are sold to the public either 
by the borrower or by the bank itself. The purchaser 
is assured of the interest by all the resources of the 
bank as well as the special property mortgaged in the 
notes. The regular payment of interest is guaranteed 
and generally the bank also agrees to accept bonds 
for repayment when funds are available, or withdraws 
bonds by making drawings. The borrower pays to 
the bank a sum annually consisting of the interest for 
the period a commission tor the bank and an annuity 
to extinguish the loan in a certain period of time. 
This annuity provides funds for making the drawings 
or for withdrawing the bonds. 

Sometimes instead of the borrowers uniting capita- 
lists form a company with a share capital, lend money 
to the landholder in the form of bonds for which the 
special property mortgaged as well as the resources of 
the company are responsible. In this case also the 
borrower pays an annuity as above. The difference 
between the interest paid by the company to the 
bondholders and the interest it gets from borrowers 
constitutes its profits. 

People’s banks are formed to provide capital to 
.small traders or funds to poor people who cannot 
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People’s banks. otlierwi:5 ' e get them easily. Members 
purchase a limited umiiher of shares? 
and are then allowed to take a loan, but one 
must Lave already paid in his share-account at 
least 60 °/ 0 of the amount or it should be guaran- 
teed by another member. A new member is 
accepted only if approved by other members. The 
bank receives deposits and pays interest on them, and 
may take loans from other banks. The whole of the 
assets of the bank as well as of the individual members 
are jointly responsible for the liahilies of the hank. 
The bank -pays dividends from its profits. The main 
principles are those of cooperation and joint responsi- 
bility. Such banks should not be confused with 
those banks who adopt the name of Peoples’ without 
being based on joint responsibility and cooperation. 
There are numerous such banks in Germany. Italy and 
elsewhere. 

The principle of cooperation is that while a person 
individually may not have a great 
cre2it societies. cre dh as his resources are limited, but 
if many persons are combined then 
their joint resources become valuable, and people can 
be induced to lend money on the strength of* those 
joint resources. "While Schulze Delitzech applied 
this principle to small traders and producers in cities 
and produced the Peoples’ Banks Eaifieseiu applied 
the principle to agriculture. Societies of both kinds 
are found in India, and the advance in the agricultural 
cooperative credit societies is being effected at a 
rapid rate. The agricultural societies are specially 
useful in India as the Indian cultivator is heavily 
sunk in debt and the lesson of self-help and thrift 
which these societies teach is very valuable, be- 
sides the provision of capital at a cheap interest, and 
the liberation of cultivators from the power of the 
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liiobGY louder. The membership is local so that every 
member myr be conversant with the affairs of the 
utlier mem Vo's. Unreliable members are not admitted. 
Pr‘on ! e give up drinking, gambling and other wasteful 
habim foi tin* sake of being admitted to the privileges 
of sneh societies. The members take loans but all 
are responsible for a loan taken by any of them to the 
soeietv so time they take good care to get it repaid and 
to prevent wasp* on the part of the borrower. Because 
of their joint responsibility they are able to get funds 
from outsiders also. In India there are central dis- 
trict cooperative banks and then provincial banks to 
coordinate the activities of the primary societies, and 
provide them with additional funds. In the industrial 
sphere cooperative societies for handloom weaving 
and for dairy farm mg have been formed. They supply 
the capital by procuring it on the principle of joint 
responsibility. There are numerous kinds of such 
societies springing up in India. Labourers unite to 
oiler contracts and eliminate the contractor. Socie- 


ties for storing the agricultural produce so as to fetch 
a greater price at a favourable opportunity for supply- 
ing seeds to the agriculturists for providing modern 
agricultural machinery to members are in existence. 
But these are not banks. Cooperative credit societies 
agricultural or industrial and the central and pro- 
vincial cooperative banks are the ones, which properly 
engage themselves in the work of banking and supply- 
ing the credit and money necessary to the small 
borrower or producer. 


With the increase of its business a bank opens 
... tit branches at other places with a central 

and indepen- Head otnee. In America, however, 

dent banks. this is prohibited and banks in seperate 
localities are independent units. Branch 
banking has all the advantages of large-scale busi- 
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ness. Its risks are minimised by its business becom- 
ing diversified. Its profits are great and its utility 
and service to the community is also great. The 
independent local bank depends upon local business 
industry. But at the same time it has the advantages 
of efficient local supervision and local knowledge, 
and prevents the concentration of huge capital in the. 
hands of a few large banks. 



CHAPTER XXIV. 


Other Institutions. 

The most important of the other institutions are 
clearing houses, exchanges and trans- 
CWrmo huiibo^. p ()rt C0111 p an i es> Clearing houses are 

associations formed by a number of banks. The 
representatives of the member banks meet at a cen- 
tral place. They sit round a raw of tables. Each 
member draws up a list of the claims of his bank 
against the others and delivers them at the tables of 
those banks and similarly receives the claims of the 
other banks upon his own table. Then a balance is 
struck and it is found ultimately how much has to 
be paid by each and to whom. Thus claims are 
cancelled mutually like the working of foreign ex- 
change. If A has to pay B and B has to pay C and 
C has to pay A then the whole thing can be settled 
without passing' any money, if the claims are equal. 
Otherwise the net cash will have to pass. When 
this final balance is struck and is certified by the 
central clearing house authorities, it is either paid in 
cash or better still a transfer in the accounts of the 
banks maintained at a central or reserve bank is 
made. It has already been explained that the ad- 
vantage of this system are immense as it permits of 
an immense expansion of credit and business. 

Another institution is the stock exchange. Here 
, dealers or jobbers in various securities’ 
stand at tlieir tables and whosoever 
wants to purchase them consults a stock-broker. The 
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Jobbers and 
brokers. 


broker goes into the < 
securities wanted. The 
two prices, one at which 


chase from the broker if he has to sell 


lealer in the 
dealer gives 
lie will pur- 
antl another 


the price at which he will sell the security. The 
selling price is naturally higher than the purchasing 
price, but the difference is very slight sometimes 
even of 1/8 p. e. ; if the security is of a large issue, 
and is always available ami can be purchased again 
to effect another turn over of the dealer. Aboard 


nearby shows the rate at which the transactions have 
already been done in it during the day. But the 
rate may change with the increase in the demand 
even during the day. Securities which have inter- 
national market are often purchased by foreign mer- 
chants if their price is . favourable to them at that 
stock exchange. These transactions are then com- 
pleted on the settlement day when the seller delivers 
his securities and the purchaser makes the payment. 

The real investor completes his transaction in the 
ordinary way. But there are also specu- 
Bear. lators who buy and sell on the expect- 

ation of higher or lower prices. Thus 
one who sells in the expectation of a lower price 
prevailing before a day of the settlement when he 
shall be able to purchase at lower cost than his sale 
price is called a bear. 'When one 
Bull, purchases securities in the hope of 

their increasing in prices and so his 
reaping a profit by selling them later on, he is called a 
bull. Such speculation may often be carried on 
without any actual passing of securities. If the price 
does not fall then the bear may have to purchase 
at a higher price to meet his settlement and all that 
, he will have to do will be to pay the difference in 
price at w’hieh lie sold and at which he purchased. 
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The mutual claims will be cancelled on the clearing 
house system. "Where, of course, there is a bona- 
fide transaction for investment the securities have 
to be delivered. 

The stock exchange provides an institution where 
the stock of various companies can 

andfsafyan- J e ^ ' v | th and so _ capital can be 
tages. found for the industries. Everybody 

knows that if he wants his money to 
be taken out of his stock holdings he can go- to the 
stock exchange for selling them. Because if he can 
thus get his money back whenever he wants it, he is 
more willing to buy stock of new companies then 
he would have been, if there had been no such 
market for his holdings. It enables the man with 
extra capital to invest it in the industries : and the 
man who wants his capital back to use it in some- 
other way can disengage his funds. It also creates 
a class of underwriters who agree to take up a new 
issue of a company and undertake to manage the 
sale of its shares, on payment of a 
Underwriters, commission. This helps in establish- 
ing new industries. So far than the 
stock exchange helps industry and production. But 
the speculation indulged in is not socially useful, for 
it does not represent any new productive process 
but effects a more transfer of money or the general 
Evils of purchasing power from one pocket 

speculation. another. The energy and time 

lost in the work is socially useless. 
It may be even socially harmful. Speculation some- 
times causes huge failures and then it may create a 
crisis. It is true that some speculation is present 
in all transactions. Even the hard-working producer 
indulges in a slight speculation about the price he is 
likely to get for his product. Such speculation is a 
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necessary element, of human life and production. It is 
true that miscalculation in such speculation also may 
produce disastrous results: that is an evil that has to be 
put up with, otherwise all economic activities will be 
stopped. But speculation for the sake of mere spe- 
culation stands on a different footing altogether. 
It is not connected with any productive process. 
It is a sheer waste of energy with not even a 
pretence of production and as such is socially harmful. 

Similar is the case with the exchanges for agri- 
cultural. mineral and other produce, as 
wheat exchange, cotton exchange, or 
exchangl one for finished goods. There are also 
both bonafide trade transactions and 
speculative dealings. The former are useful as they 
provide a market for wholesale dealings so that large 
transactions are expeditiously made, while the latter 
are as harmful as the speculation in stocks and shares 
is. in the case of these exchanges sometimes different 
times are fixed for bonafide transactions and speculative 
ones. Such speculation is a kind of gambling and is 
equally injurious. In Calcutta speculative exchange 
is called Phatka. 


We have seen the immense importance of the 


Transport 

companies. 


development of communications and 
transportation in the development of 
markets, and in the increase of produc- 


tion. These transport lines may be on land or sea. 
[Railways, motor cars, and ordinary carriages and 
carts are examples of land transportation, while ships 
sail the seas. In India even now the bullock carts are 


in extensive use and bring the agricultural proceeds 
from the interior of the country to the centra^ town 
markets, and then the produce is moved b}?- the railways 
to distant parts of the country or to the ports. India 
has not got any large fleet of ocean going ships but 
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po^svs^es river steamers and some are employed on 
the roasting iraiiie. Proposals for an Indian merclian- 
rile marine are. however, being discussed and companies 
also have begun to be started for the purpose, like 
the Scindia Steam Navigation Co. 

As a general rule sea transport or river transport 
is cheaper than land transport. The 
° rC nie thod of river boats required little 

than land one. expense when the boats went down 
the stream laden with the produce of 
the Himalayan mountains, but their dragging up the 
stream was a very tedious work. On land the roads 
require to be built, while the sea and the rivers provide 
natural lines of communications. 



BOOK IV. 


CHAPTER XXY. 

Distribution— Rent. 

Satisfaction of wants is tlie aim and object of 
Rise of economic activities. This satisfaction 

distribution. is possible only when something 
capable or satisfying wants lias been 
produced. Whether there would lie further subdivi- 
sion of economic activities depends upon the develop- 
ment of the industrial organisation. Where man 
produces all what he needs, for himself, there are no 
departments of exchange and distribution in his 
activities. His production leads direct to the 
satisfaction of wants or consumption of goods produced. 
But when he begins to use things made by 
others then begins exchange, for he pays for the 
goods of others by giving them what he himself 
produces. This goes on developing till the stage 
where the craftsman works at home, is his own 
master, sells his produce and from the sale proceeds 
supports himself and his family. This may be 
observed even now in India in carpenters, blacksmiths 
and such other craftsmen. In this condition exchange 
intervenes between production and satisfaction. But 
when the sales of the craftsman increase so much 
that he is unable to produce all the things required 
for himself and he engages others to help him, then 
from the sale proceeds he must, give a part to his 
helpers, and so they must first be distributed between 
him and those assistants. When the share of each 
Econ, 21 83S 
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is determined he may use it for the satisfaction of 
his wants. This introduces another work, a new 
department, in his economic activities, and that is 
called “distribution' 7 . In fact even before the craftsman 
engaged workers distribution existed, because although 
he did not engage anybody in his particular work of 
production, still he purchased raw material. The 
carpenter purchased wood and wooden planks. 
Somebody must have cut the wood and sawn the 
planks. ^ In paying for them the carpenter acts as 
if he had engaged the woodcutter and the timber 
sawer and paid them from the proceeds of the sale 
■of his commodities. But then shares were determined 
by the exchange of their commodities without 
presenting the peculiar problems of modern “ distri- 
bution 7 ’. AVe thus see that distribution like 


exchange is the effect of man acting 
studv °of° Cia ^ or Producing in society and not in 
economic isolation. In society he takes help 

activities. from other persons and exchanges 

his own produce with that of other producers, and so 
exchange and distribution are as necessary a part of 
Economics as production and consumption are, for 
Economics studies man’s economic activities in society. 

Although distribution is a necessary step before 
satisfaction of wants, but its importance 
stawf artisan was not so great in the artisan stage 
° ’ as to create practical problems. The 

difference of producers and labourers was not so 
pronounced as it is now. There were masters and 
servants, but the servants were treated very much 
like family members. In the ancient Manu’s Hindu 
•Code of Law, for example, there is the rule that the 
master of the house should first give food to the 
servant and then take himself. But with the develop- 
ment of the modern industrial organisation distribu- 


In tke artisan 
stage. 
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tion has become a practical problem. There is now a 
difference not only of a master and a servant, but the 
various classes, who share in distribution, have become 
•quite distinct. There is the capitalist who does no- 

The problem lendil, S 1 . lis raolu V T J,e ™ 

of distribution. 18 the entrepreneur who organise huge 
quantities ox labour and capital and 
•directs what is to be produced and how it should lie 
done. Then there are the labourers who do the 
actual work with the help of capital and machine 
provided. The land underneath the factory la dongs 
to the landlord. The classes have become so differen- 
tiated from each other that it has become necessary 
to determine on what principles their remuneration in 
to he determind and now the utility of their services 
is to be calculated. The necessity of such an enquiry 
becomes apparent when we remember the huge sums 
which the entrepreneur realises as the sale proceeds 
of his goods, and the different shares also are so large 
that the making of a slight variation in the amount 
of individual income will make a great difference to 
the whole sum. Further the conflict of class interests 
has increased, because the classes have become so 
defined. One class justifies its own earnings and 
attacks those of others as unjustified. For all these 
reasons “distribution” has become a practical problem 
in the modern organisation of society which it was 
not in the artisan stage. 

In production we saw that the factors of produc- 
tion are land, labour, capital, and 
Tke shares. enterprise. All these four claim 
shares in the total income from production. The 
share of land is called rent, of labour wages, of 
capital interest, and of enterprise is called profits. 
After studying the principles of these shares we will 
tstudy the share of the state, taxation, and the different 
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systems of distribution proposed and practised, and' 
that will finish our study of distribution. 

Bent. 

Although the beginnings of the theory of rent are 
t found even earlier, Ricardo was the 

theory. & first economist who put ii into a regular 

form. He assumed that the cost of 
production applied over all plots of land is equal. 
But different plots vary in their powers of fertility, 
and so some lands produce more than the others for 
the same cost of production. This extra production 
or surplus he called the economic rent of the land 
yielding it. A difference in the yield, not only from 
various lands but even in the case of the different 


doses of labour and capital applied to the same land, 
is possible on account of the law of diminishing re- 
turns. As population increases the demand for food 
brings poorer lands into cultivation, and forces us to- 
apply fresh doses of labour and capital to those lands 
which are already in cultivation, thus bringing the 
law of diminishing returns into operation. The re- 
sult is that the earlier doses of labour and capital 
and the more fertile lands yield a differential surplus 
over the later doses and the less fertile plots. This 
surplus is the rent paid by the tenant to the landlord. 

Ricardo did not recognise scarcity rents. Bor him 
0 , , rent was a differential surplus between 

a no-rent land or no-rent dose and the 
surplus yielding land and doses. But it is possible 
that the demand for agricultural produce may be so 
great that the demand price may be above the cost 
of production _ from the least fertile land. In that 
case the scarcity of land will enable a surplus to 
be realised even from that poor land. Therefore, in 
the modern form rent is the surplus over the cost 
of production yielded by land. Moreover, a difference 
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between the contract rent paid hv the tenant and 
♦economic rent or the surplus is recognised. Economic 
rent itself is considered to be a genus including rent- 
like surpluses in other incomes. In spite of all these 
variations the substance of the theory remains. Let 
us now examine this problem in detail. 

"When the produce of different lands goes into 
. the market then the fact, whether the 

economic lent. w j 10 | e SU pply will find purchasers or 

not, depends upon the demand for that produce. If 
the demand is so great that it cannot be satisfied 
without the absorption of the whole supply then the 
sellers will have an easy time. The cost of produc- 
tion in different- fields is different. Some lands are 
fertile, and some are net so yielding. If the whole 
■supply ls taken then the price must be such as can 
pay the cost of production of that part of the pro- 
duce which has l}een produced at the greatest cost. 
If the price is not sufficiently great for this purpose 
then that part, of the produce will not be sold and 
the demand will not be satisfied and so the price will 
rise. When a quantity of produce is sold at a certain 
price, the price must be such as to compensate the 
most costly portion of that, produce, else it will not 
be sold. The result will be that the producers 
•of those portions of the produce, which were pro- 
duced at a smaller cost, will reap a surplus. This is 
•called economic rent. 

Take an example. There are two fields of A and 
B. A produces wheat at a cost of 
’Two fields Us, 4/- per maund and B produces at 

•compared, gg. 6/- per maund. A produces eighty 

surplus. ^ a maunds of wheat and B only fifty. 

But the demand is for 150 maunds 
and it being a necessary of life the purchasers are 
willing to pay any price. They will have to pay at 
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U>d<\ It- 6 - per maund else they -will not get the- 
whom of B. At this price B ■will bo just compensa- 
ted hut A will get a surplus over his cost. B is said 
„ to produce at the margin of cultiva- 

u .In vm i on. tion, because if lie cultivates more 

intensively then the cost of the extra 
produce will he greater than Rs 6- per maund and 
so it will not be profitable to him. A produced at 
Rs 4 - per maund but sells at Rs. b - so he will get a 
Mirpius of Rs 2 - per maund on his eighty maunds. in 
other words he will get rupees 160 more than his cost. 
If the price had been Rs 5 p. maund, then his surplus 
j, would have been R-s 80'- only. And 

format \ he ^ price were higher, his surplus 

tlitory. also would have been greater. "Where 

two separate plots of land are thus 
compared to show the rise of economic rent, it is said 
tu be the " extensive form of the theory of rent. 

In the above illustration B’s land will be the 
, marginal or no-rent land for it vields 

no-rent land. no rent or surplus to B, and is on 

the margin when the production from 
it is just profitable as it is compensated by the price: 
the production from it will be called the marginal pro- 
duction- Such a 110 -rent land may not exist in a 
country and jet the other lands in it may yield rent. 
This happens when the market for the produce is a 
world market and the lands of other countries also- 
enter the competition, so that the no-rent land with 
which comparison is made exists in some other country. 
Or in an old country all lands may he cultivated 
intensively so that there the comparison is between 
the different doses of labour and capital applied. Iil 
that case all these lands may yield a surplus. 

The same thing can happen in the case of 
the different instalments of wheat produced in the 
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same field because agricultural pro- 
duction follows the law of diminish- 
ing returns. The earlier instal- 
ments will he produced at a 
smaller cost. This can he found out 
by calculating the extra cost at which an additional 
amount of wheat can be raised. Suppose A is pro- 
ducing 80 mounds at Bs. 4 - p. maund. If he spends 
another fifty rupees in deep ploughing, irrigating 
and good seed, and gets 10 maunds more then 
the cost of these will be at Bs. 5 - p. maund. The 
demand in the market is for 150 maunds and so far 
the supply is only 140 maunds, B producing the 
other 50 maunds. So he raises a third additional 
instalment, but this is done at Bs. G - p. m. The 
market price is Bs. 6 and at that price 150 maunds 
can be purchased. So A's 100 maunds also will be 
taken up at Bs. G p. m. Then A will just get his 
costs on the last 10 maunds which will be his 
marginal production, or production effected at the 
margin, where it is just profitable to do, the dose of 
labour and capital applied at this point being called 
the marginal or no-rent dose : but on the earlier 
ones he will get a surplus of Bs. 1G0 -f- Bs. 10, the 
total surplus being Bs. 170. If the price falls down 
to Bs. 5/- lie will give up producing the last 10 
maunds and his surplus will become Bs. SO - only. 
This surplus is called economic rent. This form 
of the theory in which economic rent is seen 
to arise in the same land on account 
form ^of intensive cultivation is called 
theory. th.ef ‘intensive form of the theory 

of rent.” bVe may define economic 
rent as that surplus, which a producer from a 
land gets over the cost of production of his 
produce, because of the price in the market 


Different ins- 
talments of 
production in 
the same held 
may give a 
surplus. 
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being high enough to absorb similar goods produced 
, at a higher cost. It should be re- 
^airplus ^is UCer S memberd that ^ ie various doses 
economic rent, of labour and capital applied to 
the same land are successive only 
in theory. In actual practice there is no such distinct 
succession, but to understand the rise of the surplus 
clearly they are shown above as successive, but so 
far as the surplus is concerned, however, the effect 
is the same as if the doses were successively applied. 

The reasons why a producer gets this surplus are 
two : (1) that the cost of production of 
rent"' 68 ° the different parts of the produce are 

different (2) that the demand price is 
high enough to pay for that part of the produce, 
which is produced at the highest cost. The cost of 
production of agricultural producer depends upon 
several factors (1) the fertility of the 
different** ^ so ^ the situation of the land, 
(3) the intensity of cultivation, (4) and 
the methods of production. If a land is more fertile 
naturally the cost of producing from it will be less 
than the cost of producing from less fertile lands. 
Situation also may increase or decrease the cost of 
placing the produce in the market. Where the land 
is near a market, the cost of transporta- 
port effect^of ^ on w ill very little, but if it is in 

situation. the interior then the extra cost of 

bringing it to the market will be added 
to its other costs. As land is fixed in situation it 
cannot be brought nearer the market and the produce 
has to be brought to the market place. The land 
near the market, therefore, enjoys a natural advantage 
'which reduces the cost of its produce and gives a 

Rent of surplus. A surplus due to advantag- 

situation. eons situation may very well be called 


Causes of 
rent. 


"Wliv costs are 
different. 
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"tlie rent of situation. Fertility is due to an oilier 
Natural natural advantage of possessing certain 

ei 1 * # minerals in a certain proportion in 

the soil. Thirdly land is limited in area and so 
. . when the demand increases a larger 

area^and 11 amount of produce has to be raised 

intensive from the same area of land. The 

cultivation. intensity of cultivation increases and 

the law of diminishing returns begins 
to act. So the cost of the subsequent instalments 
is greater than that of the earlier ones. Of course 
much will depend on the methods of cultivation. By 
using proper machinery and other improvements the 
yield from land can be increased to a great extent 
but sooner or later the returns begin to decrease. 
These improved methods may be available at one 
place and may not be so at another, or the conditions 
at one place may be such as may make them difficult 
to be adopted there. Where there is a great sub- 
division of land costly machinery for ploughing and 
other purposes cannot be employed. A cultivator 
is fixed to his land and is governed by the conditions 
of the place where the land is situated. We find, 
therefore, that the natural advantages of a particular 
land and its peculiarities of being 
Peculiarities fixed in situation and limited in area 

adlantkjes'and make n tke e ° st differ !, nt P ortio ' ns of 
demand deter- agricultural produce different, and the 

mines rent. producers of the parts produced at a 
smaller cost reap a surplus over those 
producers who have produced at a higher cost. The 
* , , „ increase of population and the progress 

0 £ rent ot civilisation increase the demand tor 

agricultural produce and so tend to raise 
rent. The latter increases the variety of our wants 
so that a great part of our productive energy is 


Limited in 
area, and 
intensive 
cultivation. 


Peculiarities 
of land, natural 


mines rent. 


Rise and fall 
of rent. 
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used up in satisfying them, and is partly withdrawn 
from agricultural production, and even the demand 
of the exisriug population appears to be more intense 
than befuiv on account of the decreased production. 
On the other hand improved methods of cultivation and 
transport tend to level up the advantages of different 
plots of land by opening up the interior and making 
even bad Iamb productive. So far as this effect 
follow- the rents are lowered. As new lands come 
into oulthatiuii on account of increased demand and 
the inarm n of cultivation is lowered, the rents, in- 


civas**. The lowering of the margin increases the cost 
and so also the surplus of the fertile lands. 

In the above account the surplus varied with the 


Emit dot** not 
enter price. 

supplies the 


demand price. The demand price for 
agricultural produce increases with the 
increase of population, as this produce 
mainstay of human life. With the 


increase of the demand price the rent or surplus 


over the cost of production will increase. It is 


the price which determines the rent. Rent does not 


enter the cost of production ; it is the surplus over 
the cost of production realised on account of the 


, market conditions. If the demand 

conditions. * s § rea ^ fbe ren ^' ^.11 be great. If the 

demand is small the price will fall 
and the rent will decrease. Economic rent, therefore, 
does not enter price but is a result of high prices. 

For this reason it is called the unearned increment. 


Unearned 

increment. 


The owner of the land does not do- 
any thing and does not incur any 


cost to get this surplus. He gets it- 
because the demand happens to he so great as to 
fix the price at a figure sufficiently high to com- 
pensate for the higher cost of other producers. He 
gets this unearned increment, because he happens. 
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to possess land with certain natural 

Ef ulin Jo- + an ^ advantages which reduce the cost of 
so belongs to . & . 

society. producing troin it : m reality the tin- 

earned increment is due to the pro- 
gress of society and the increase of population. So 
properly speaking it belongs to the society which 
has caused it to appear, and the land- 
Pvoposal to l or d is uniustlv enjoving it. lie 
society. should be made to deliver tins surplus 

to society to whom it rightly be- 
longs. The landholder is already allowed to possess 
land, a limited natural gift, which should have been 
the possession of tlie whole community, but to allow 
him to take away the increase in the pro tits caused 
by social development is an additional injustice. 
New lines of transport are built, new markets are 
established and the lands near them acquire an 
advantage of situation in comparison with the lands 
in the interior: they can put their produce in the 
market at a small cost. But it was not the owners of 
those lands who built those communications or 
founded those markets and so they should not be 
allowed to reap the extra advantage. 

Several methods are proposed to e fleet this. One 
is that land be owned by the state as 
appropriation. representative of the community, 

and then it be leased out periodically 
to private cultivators so that the profits of cultivation 
or the economic rent will come to the 
of 1 1 and^ 18 a ^ lorL state in the form of rent paid by the 
cultivator. This is called nationalisa- 


tion of land. In India the theory is that the state is 
the owner of land, but in certain parts called the 
zamindari tracts, the state has recognized the land- 
holders as owners, subject to an amount paid to the 
government, called land revenue. In some places the 
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revenue U fixed for all time or is permanently settled, 
while in others it increases with the rent of land, and 
fur this purpose a revision of the settlement takes place 
periodically. Under these zamindars are the various 
classes of tenants. In the rayyatwari tracts the 
state deals directly with the cultivator and has the 
right of reversion if the k, rayyat 7 ’ or the cultivator 
abandones the land or dies without leaving an heir. 
It may he said that in rayyatwari tracts nationalisa- 
tion of land is realised as nearly as is practically 
possible. The rayyats are a kind of lease-holders of 
the government, and yield to the state part of the 
increase of economic rent by having their rental 
increased after certain periods. 

Another famous proposal is that of the single tax. 

^ ^ It is said that if a single tax is imposed 
s\>tem. aX absorbing the whole of the economic 
rent then the state will not need to 
impose a second tax, for the proceeds from the 
economic rent will meet all its needs, and the increasing 
proceeds will also provide for the increase in the 
expenditure of the state. India may be said to have 
realised this to a great extent. Here the land revenue 
is the largest single tax and forms a very large part 
of the Government revenue, but it does not suffice 
for all state expenditure. The land revenue generally 
takes about 40 to 50 °/ 0 of the rentals received by the 
landlord from the tenants. The merit of the proposal 
is claimed to be that the state does not really tax the 
earnings of anybody but takes only what should 
have belonged to it, and that is so large that its 
receipt rather enables the state to do away with many 
other taxes and so to benefit the whole community. As 
there will be no tax on the real earnings of the people, 
production will be stimulated, or the people will earn 
, more, as now they will have no fear of their earnings 
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"being decreased by the tax. The increase in produc- 
tion will increase the prosperity of the people. 
Where the whole economic rent is not intended to be 
^ appropriated by this tax, but only 

etterment tax. p ar £ 0 £ ^ j s taken, which is un- 

earned increment due to the general social advance 
and improvements it is technically called a ‘‘ better- 
ment tax. ” 

A third method is to make a re-distribution of land 
periodically between the different mem- 
redistribution. bers of the community so that all 
persons may have an equal advantage 
by possessing different lands at different times. This 
was done in old village communities, but it is not 
possible to do so now when the extent of the country 
enclosed within the boundaries of a nation is vast, 
when the organisation of society has become very, 
complex, and numerous persons follow professions 
other than agriculture, and cannot take advantage of 
such redistribution ; and then it will not be a method 
of securing the economic rent for the community as 
a whole. 

But there are great objections against these 
proposals to appropriate economic 
compensate for rent to the society. The first is that 
loss if you if the gain is to be appropriated then 
appropriate the there should be a counter-obligation 
£?ai upon the state to compensate when 

there is a loss. The loss may be due to a fall in 
prices on account of good crops at certain places. 
In such a case the producer, who cultivated at the 
margin of cultivation, will suffer a loss. He produced 
because the great demand led him to expect a high 
price. For this loss he should be compensated. If 
the possession of natural advantages gives economic 
rent and the state appropriates it, then the state 
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should also compensate when owing to a failure of 
mins crops are not good or floods destroy the standing 
< r .p-. fur bolh are “undeserved ( or 
ui'Uai'nud decrement". If the state 

« lUt 4.1. , , . Ill 11 

‘ muds it would nave Inn l to 

b-nr But no state will 1x3 prepared to 

conn ,.l hough it Mill be ready to appropriate 
the Mir.iius by bupuMiig a tax. All that it may do is 
to i \<*u-* Bn :.»x and that also rarely. Tins is one 
u i it.,* g;’.\ t injustices v ,f a land tax like the Indian 
laud r-‘\f»nut*. 

hIoiv<,verrl<<* face of earth ha*- been changed by man. 

Forests have been cleared, wastes have 
Dithc’ilt to l K .on irrigated and numerous improve- 
iiv.ie un*'in nod ments have been made m all lands, 
-iiieivnieiit. Bo tar as the return is due to these 
improvements it is not unearned, but as well earned 
as any other. And this process of improvement 
continues. It is true that there must be some return 
due to social development as well as the original 
properties of land also, but how to calculate exactly 
how much is economic rent and how much has been 
fairly earned V The excess over previous years can 
not be taken as such, because part- of this excess may 
be due to man's working in the interval. It may be 
said, however, that if exact determination is not 
possible then an approximate calculation will have to 
be accepted. 

But it should be remembered that land in the old 
countries is now practically an invested 
invested^ ^ capital, and its income is a return on 

capital. that capital. When land was first 

taken in possession there may or may 
not have been unearned increment but for a long 
time past land has been passing hands b}^ capital- 
isation on the basis of the rent received. Suppose a 
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landlord receives rupees one hundred yearly as rent, 
then the capital value of his land would be rupees 
two thousands if the prevailing rate of interest is 5 °/ 0 . 

. This is arrived at by calculating the 
(_ apitci lbdtion. p r i nc ip a i 011 which Rs. 100/- would be 

the interest at the rate of 5 °/ 0 p. a. This process of 
calculation is called capitalisation. It is true that 
^ rent may have increased since the 
can'be^axed? transfer. Then only those lands can 
be taxed of which the rent has so 
increased, and there also with the counter obligation 
to compensate for loss. In this form 
nothheifbelo the single tax is shorn of many of its 
effective. attractions. And so far as nationalisa- 


tion is concerned it can be justified 
only if the landlords are repaid their capital, for they 
were led to believe by the past organisation of society 
that their right will be respected, and were induced 
to invest on such expectation. If their rights are 
now abrogated then they must be compensated for 
the loss they sustain on account of being so misled 
by the society. 

Compensation of capital would require a huge sum 
Fov nation a- which few governments would be able 
lisation huge to find. The policy of a government 
sum necessary owning the whole land is possible in 
to compensate. new countries only, and even there 
the governments are leasing land on very long or 
permanent leases, because governmental management 
of such industries requiring personal supervision and 
care cannot be very efficient ,* and to induce a tenant 
to invest capital to cultivate intensively and increase 
the productivity of the land a long tenure is desirable. 
In India the government does not engage in the busi- 
ness of agriculture, nor does it lease land periodically 
although in theory it is the ultimate owner* 
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qualities 

z 1 n o i .n n 


'iiivi' tries 


UihMni 1 The greatest objection, however. is 

that thejv is an element of unearned 
increment in every kind of income, 
then w iiy should land alone be taxed or 
nationalised. In wages one labourer is more efficient 
than another because he has better natural gifts, he 
is stronger ami inure resourceful and so has an ad- 
vantage over a weak person. So far as these natural 
dualities increase his wages, the increase is unearned 
due j-unbv to natural accidents. As we shall see the 
Li'n-uivi' tries to determine his wages by the margin 
of toil or the labour of the last 
** I n earned hour during which he is just 

lnwes. 1 induced to work, and gets a surplus 

over other periods of labour. The 
efficient man will get the same wages with less 
toil became of liis efficiency and so earns a 
, kind of rent. This may be called per- 

sonal rent as it is due to the possession 
of personal qualities which contribute to efficiency. 
Further the progress of society, the opening of 
communications may make labour at a central town 
more paying than in the interior. For example wages 
in Bombay, Calcutta and Cawupore will be higher 
than the villages. A labourer who happens to be 
in these places enjoys an advantage which the village 
labourer lias not. and this advantage is not due to 
any action on the part of the labourer but is due to 
the industrial advance of society. This advantage is 
just like the one enjoyed by a plot of land near a 
newly opened market or line of communication. 
Should labour then be nationalised or a single tax 
be imposed to absorb the excess in 
In interest wages. Similar is the case with in- 
an pi on s. terest and profits. The accident of 
being present or carrying on business at a particular 


im rement 
m wages. 


Personal rent. 


In interest 
and profits. 
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place may make the rate of interest or profit earned 
different. Greater natural organising ability, acci- 
dents of birth at a particular place or in a particular 
family, and of the enjoyment of business influence 
may give a surplus rent in profits. It may happen 
that a capitalist lives in a place "where the demand 
for capital is great, he reaps an advantage over his 
distant rival. Though he also can send" his capital 
there to earn the high rate of interest, yet he cannot 
take advantage of it so fully, as it is more costly for 
him to invest at such a distance : the management of 
the loan will be more difficult than it is in the case 
of a capitalist present on the spot. The man on the 
spot will, therefore, have a special accidental advant- 
age. Sometimes it happens that a person is prepared 
to pay a higher rate of interest, if the transaction is 
kept a secret. Then the capitalist, who happens to be 
in the confidence of the borrower, will reap an acci- 
dental surplus. An entrepreneur living near about 
the sources of his raw materials is likely to be at an 
advantage in comparison with one who lives far 
away. The producers of a resourceful country are 
rich in comparison with those of poor countries." In- 
creasing industrialisation of society creates new wants, 
and new industries, and those who live in such coun- 
tries are able to do better business than the producers 
of a backward country. Opening of communications 
will make an industry situated near about more pro- 
fitable than those in the interior, and there will be 
an element of unearned increment in the profits as 
the price will be determined by the most costly part of 
the supply taken up by the demand. Those produ- 
cing at a smaller cost will get an advantage in the 
nature of rent. 

If the unearned income of land is to be taxed, it. 

Eocn. 22 
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■should be taxed in all these cases otherwise one class 
of the people, and that also probaly the poorest, and 
the most industrious class of cultivators is unjust. A 
proposal for eliminating the landlord and giving the 
1 scheme to cultivator the rights of ownership 
make the may be very useful as it will give the 

cultivator cultivator greater interest in his work 

jU !lU ‘ and will save him from being squeezed 
by the landlord. This may be arranged by the land- 
lord being compensated by a special issue of land 
credit bonds carrying a fixed interest equal to the 
rental of the land at the time and guarranteed by the 
government. The cultivators will be required to pay the 
usual rental plus an annuity towards the redemption 
of these bonds, which they will be able to do by in- 
creasing their production when their production will 
be appropriated by themselves. When the debt is 
extinguished the land will become the cultivator’s. 
The landlord will now become a capitalist and as this 
increase of capital will be distributed over a large 
number of years it will be profitably invested without 
disturbing the money market, while in the meantime 
he will be receiving his usual rental or inter- 
,. . est as if his capital were already inves- 

not national- ted. But ^ should be remembered 
isation. that this scheme is not one for national- 

isation. It is only for the improve- 
unent of the land tenure. 

We have been considering economic rent as 
_ . . occurring in agricultural land only, 

occurs in but occu rs m all kinds of land pro- 

mines, fisheries, duetion. If capital is sunk in land 
and buildings so as -j- 0 a q U i re the properties of land, 
i . e., fixed in situation and limited in 
^quantity, then such capital also is governed by the 
tsame laws as those of land. Buildings become part 
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of land and bear rent as shall be seen below. Nearly 
all agricultural land has a great deal of capital sunk 
in it. It is not now land pure and simple. But the 
■capital so sunk cannot be differentiated and on 
account of becoming fixed in situation gives a differ- 
ential advantage according to the situation of land. 
It occurs in mines, and in buildings. Mines and 
fisheries vary in their productive powers and are fixed 
in situation, nor can they be artificially multiplied, and 
so their return depends more or less on the conditions 
of the market as in the case of land. The advantageous- 
ly situated mines and fisheries will, therefore, reap a sur- 
plus or a rent of situation. Similar will be the case with 
building sites. Sites near the market place are more 
valuable than in another place. Even where several 
stories are built in the same building the upper stories 
do not give as good a return as the ground floor, and 
this return becomes smaller as the stories go higher, 
although the cost of building the higher stories is as 
great, nay even greater than that of 
not aff rent. 1S f^e l° wer ones. There is a dimini- 
shing return in this intensive building 
like that of the intensive cultivation. However, royal- 
ty in case of minerals is not all rent. It is mainly 
tt p ^ rent a share of the produce which is taken 
away from the store in the earth. 
Besides this share there is also an element of rent 
in it. Where the rent is separated from the share of 
the produce it is often called u dead rent. 77 

In practice rent is obtained by contract between 
Hire for land ^e l an dlord and the tenant. This is 
or contractual rent by contract or convention rent 
or conven- or hire for land. The londlord owns 
tioiictj.. lenv, the land, and if he does not work it 
himself but lends it to another, he asks for part of 
the profits to be paid to himself as a return for this 
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permission and part of the profits may be kept by 
the tenant himself. These profits include the rent 
which the land is expected to yield and the interest 
01 1 any capital invested in its improvements besides 
the return for the risks of the business. Bisks in 
the case of agriculture are such as those of the lains. 
failing, or the world price of the particular produce 
falling on account of a heavy produce in another 
country or any other such cause. 

The same theory of value which applied to the 
determination of prices applies to the 
mi°uol^ ter " determination of the values of the 
factors of production. Contract rent 
is the price paid for the use of land and the theory 
of demand and supply is applicable here also. The 
demand side is represented by the tenants seeking 
laud and the supply side is represented by the land- 
lords willing to lease out land. Like the diminishing 
utility of a commodity there is dimi- 
mllitTof SltIe " ^hing utility of cultivation. For the 
cultivation. first plot of land a tenant will be- 

prepared to pay a high contract rent 
so that very little of the surplus or economic rent 
remains to him, because the utility of the first plot 
is very great to him. Ho may have no other means 
of making his living. But with the increasing, 
units of lands offered to him the utility of cultivation 
will decrease as the difficulty of managing increasing; 
areas of land will increase progressively. Therefore, 
the contract rent th&t he will he prepared to pay 
will decrease as the area of land taken 
Supply side. by him increases till he is not prepared 
to take any more land. On the other 
hand if the landlord himself cultivates his land he 
will have to incur some trouble and expense or that, 
he will have to undergo some disutility* There wilL 
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’be a certain area which, the landlord can easily 
manage himself. There will also be an area beyond 
which it will be a burden to him. This excess he 
will lease out for any rent as he can not cultivate 
it himself. But if the tenant wants more land the 
landlord will demand increasing rent for successive 
.areas to compensate him for the loss of his own 
•cultivation, till he comes to the last plot, which he 
will nob lease out unless the whole economic rent 
is paid by the tenant. A prospect of engaging in 
another occupation may also make a landlord willing 
to lease out his lands cheaply. Thus while the rent 
demanded by the landlord will increase with the in- 
crease of the area demanded, the rent paid by the 
tenant for the additional areas will decrease till the 
two equate. At this point will be determined the 
.actual rate of contract rent. 

"Where there are many landlords and tenants 
each will have his own estimate of 
demamTaiid the utility and the disutility and at 

supply. every rate of contract rent there will 

be a certain area which is offered for 
lease and which is offered to be taken. Supply 
schedules and demand schedules may be framed as 
in the case of prices. The area available for lease 
will increase with a rise of contract rent and 
decrease with a fall. Opposite will be the affect on 
the tenants seeking land, and the rate of contract 

The ioint of rea ^ * n the market of land w r ill be 
equilibrium! determined at that point where the 
largest area of land can be leased out. 
This point will be some where within the economic 
-rent. The economic rent is a standing surplus 
because the stock of laud cannot be increased and so 
the prices of agricultural produce can not be brought 
down by the competition of the newly created land. 
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As land can not be created, there is no cost of pro- 
duction to influence the supply side. The supply is, 
therefore, determined by the part of economic rent 
which the tenant is willing to pay. And this surplus 
will be divided between the landlord and the tenant 
as shown above. 

Contract rent may be realised even if the land 
be yielding no economic rent, but just 
r I her,* may l»c compensates for the trouble of cultiva- 
wit'iour econo- tl0n * A nan l pressed cultivator may 
mic rent. offer the landlord a part of his earn- 

ings of labour applied to cultivation of 
that land for the permission to cultivate it. In such 
a case the land will have a contract rent but no eco- 
nomic rent . Generally, however, such lands will 
not be taken by a tenant and will be cultivated by 
the owner himself for the tenant cannot expect much 
to gain from such a land unless the demand for his 
produce increases so as to make even that land 
profitable. 

The contract rent nominally does enter the cost 
of production. The cultivator caleulat- 
Jt enters the ing the cost of his produce calculates 
tion Lut does 0 ' also the rent, he has to pay to the 
not determine landlord, any increase or decrease in 
P r * ce - the profit falling on his own share. 

If the market conditions become such 


as not to give him enough return at least to pay the 
contract rent he will give up the land, but if he can 
get enough to pay this rent but nothing for himself 
then also he may keep the land in the hope of better 
results in the future. Contract rent, therefore, makes 
a part of his prime costs, and if he does not get 
them he may suffer a great loss and may even become 
indebted. But it does not determine price. It is a 
part of the economic rent which is a result of the price- 
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being liigli. So although it may formally enter 
the cost but as the surplus is likely to be even more 
than this, it does not affect the price, except where* 
there be a monopoly of the supply and the price is rais- 
ed artificially to make the consumers pay. In the 
case of a world supply it is rarely so. The market for 
land is generally a local market as only people attach- 
ed to the locality will try to take the land. And 
such people are likely to know all about the yielding 
capacities of the lands of their neighbourhood. 
Therefore although the tenants may not know the 
actual economic rent of the land they propose to take 
as they have no knowledge of the actual accounts, 
but they can generally estimate the likely, rent from 
the situation of the land and the quality of the soil. 

The land taken by a tenant may be held on various* - 
Svstems of terms. In Europe under the metayer 

land tenure- system the landlord supplies all the 

Metayer capital including building, cattle and 

btem * even farm implements while the tenant 

supplies his labour. The landlord has to keep an 
eye on the use which the tenant makes of his capital 
and for this trouble he charges something in the 
rent which thus includes an element of earnings of 
management. The rent is made up of half the share 
of the produce. While this division has the advantage 
of saving the tenant from the obligation of rent in 
case of failure of crops, it has a disadvantage in that 
it decreases the production, for the tenant will not* 
produce when he begins to get a return less than 
double the amount required to compensate him, for 
half of the return will have to be given to the 
landlord. In the English system the 
system!* ^ landlord provides only the building 
and the permanent improvements and 
so does not require to look after his capital. The 
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rent is taken in money. Such a system enables a 
farmer to develop production, but it at the same time 
makes it necessary for him to possess his own capital 
and he bears the loss of bad seasons as he gains in 
good ones. In India both systems of 
Indian system. ••Patai’ 1 or division of the crops and 
monec rent. or money rents are round. I he 

cultivator supplies his own capital. 
The question of fixity of tenure is very important 
in India because if the cultivator 
lixin of ten ui e. ma p es 0 \yn improvements he must 

stay for a sufficiently long time to reap their advan- 
tage. This is secured in India by the grant by 
•contract or the acquisition under the provisions of 
law. of the rights, of occupancy for 
^2orv‘ T anti ^ ie * enants an( l his heirs, and by 
tenants." grant of long leases. Under a recent 

law in the United Provinces all tenants 
have become statutory - tenants and have a right to 
hold land for life and their heirs will remain in it 
for another five years. But the most productive 
system is that of peasant proprietorship 

Peasant . for there the cultivator has a direct in- 
proprietorship. ^ ^ ^ lljg ^ The magic of ?r0 . 

, perty makes him more resourceful and selfrespecting. 
In India the state is considered to be the ultimate 
. owner of all land and takes a part of 

otwau rent in the form of land revenue. 


Byotwari 


When the tenants take the land directly from the state 
it is called Ryotwari settlement. This is the system 
generally prevalent in Central and Southern India. 
In the North is found the Zamindari system under 

Zamindari which Zamindar or landlord has full 

Permanent and powers of disposal over land subject 


temporary 

settlement. 


to a land revenue and he leases out 
land to the tenants, and pays the 
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revenue from part of tlie rents he himself receives. 
If the land revenue is revised every 25 or 30 years, 
then it is called temporary settlement. But in some 
parts of U. P., Madras and in Bengal it has been 
permanently fixed and is called the permanent settle- 
ment. The temporary settlement has the merit of 
securing to the state a share in the increase of the 
rent from land. 

The justification of contractual rent is the princi- 
TI . ,n , . pie of private property the same as is 
Pvtafe the case with interest If the princi- 

property. pie of private property is accepted 

then it cannot be limited to any parti- 
cular kind of wealth. And every owner becomes 
entitled to ask for a return for the permission to use 
his land. 


Private property has been both defended and 
>lution of attacked, but it can scarcely be doubted 
rate nro- that the idea is of natural growth. 


Evolution of 
private pro- 
perty. 


We find it existing even in the case 
of animals. They also defend their 


of animals. They also defend their 
possessions and claim a sole right to that they have 
against all comers. They sometimes even store wealth. 
Nearly all have their nests, holes or dens, which they 
consider their exclusive property. The small indus- 
trious ant is said to store wealth for emergency. 
This shows that the idea of private property was not 
invented by any selfish and tyrannical propeity 
owners, but is a development of animal instincts in 
man. Of course in the case of man its sphere widens 
*and it extends to many forms of wealth. The 


-a- ,. , ingenuity of man multiplies these 

torms. At some time m the history 
of man private property was probably limited to 
things possessed, as is the case with animals, except 
for certain kinds of wealth a,s the caves or huts and 
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his stone or metal hunting implements and weapons 
of war. Then the idea became extended from animals 


Domestication 
of animals. 


killed to animals living and domesticat- 
ed and used for milk or as beasts of 
burden. Gradually as agriculture was* 


developed small parties began to settle and cultivate 
lands. Stationarv communities became organised. 


In the beginning these also were changing their 


Agricultural 

stage. 


habitation, but later they began to* 
become fixed. At first probably the 
land used to be distributed bv the 


chief and then periodically redistributed. "With the 
increase in the complexity of social organisation and 
the difficulty of redistribution large areas of land 
forming a state, the custom fell into disuse and the 
present right of property began to become established. 

The reason why the injustice of private property 
in land appears to be greater than in 
Its injustice. the case of other things is, that land 
is limited in quantity and cannot be 
increased to satisfy those who want to have it, and 
so it appears to be tyrannical that a few persons* 
should have a prescriptive right over land for ever to 
the exclusion of all others. It is a natural gift and 
should be available to all. The very fact of its 
being limited shows that it should not be monopolised 
by particular individuals. It has been explained, 
however, that to deprive the landlords of their rights 
would require them to be compensated, for they 
acted upon the implied assurance of the social orga- 
nisation and so purchased land. Moreover, if the 
appropriation of land has done this 
Its justification, harm that it has excluded others from 


its enjoyment, it has also done a great 
service to humanity. Firstly the idea of property 
has been a great incentive to progress and production. 
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Only when one 'is assured that the fruits of his 
labour will be at his absolute disposal will he work 
whole — heartedly. And absolute disposal includes 
the right to gift it or to leave it to one's descendents. 
The hunting savage would hunt just sufficiently to * 
supply the wants of himself and his family but a 
civilized 'worker looks to the future interests of his 
descendents. Indeed this future provision for the 
family is probably the cause of a great deal of 
creative work done in the world. Without this 
principle of private property the world would not 
have been what it is. Even those, who criticise it, 
have become able to do so on account of the general 
progress of society at the root of which stands this 
principle. And if private property is accepted in 
the case of other kinds of wealth it cannot be denied 
in that of land. Indeed private' 
Its uses. property in land has contributed its 

own special share to the service of 
humanity. It is settling on land, its cultivation and 
ownership that gives a start to civilization. Settle- 
ment on land freed man from the ever-existing 
anxiety of moving and enabled him to store. It gave 
him leisure to think of other things. It developed 
the home associations, and the social life and has 
made the present day civilization possible. Take 
away this right of property in land and life of man 
will again become unhinged. He will be fixed to no 
particular place or clime, his affections will have no • 
local centre, his spirit of patriotism will have little to 
cherish, the whole thing will . have a different . 
appearance. With all its evils there is at least a 
certain stability and security of life due to the 
recognition of this right. There have ‘ 
Its tendency. been many schemes tried to eliminate 
this right. There is the communistic 
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principle of distribution which requires every tiling 
to be owned in common. Societies have been 
established as an experiment, but they have failed 
and have not been able to uproot private property. 
Anarchism denounces it from housetops but has got 
nothing better to offer as a constructive proposal. 
The latest Bolshevism proceeded to destroy it and 
ended in its recognition. So long as human society 
remains property will remain. The right may be 
limited by measures to ensure some of its advantages 
to society by way of death duties and taxes but the 
right will remain. The necessity of limitation, indeed, 
has always been recognised, not as a denial of the 
right of property, but only for a better organisation 
of society so as to secure to every one the fullest 
possible enjoyment of his property. Thus there is 
the famous principle of law that every one should 
enjoy his property so as not to interfere in the 
legitimate enjoyment of others of their own property. 
Legitimate enjoyment is of the kind which is open 
to all and does not put another to hardship. Thus 
a man must not commit a nuisance even in his own 
property if it endangers the health of the neighbours. 
These limitations, therefore, are a development of 
the right rather than a restriction. 

Economic rent is similar to the surplus obtained 
Quasirent. in the short period prices. When the 
demand for a commodity rises and 
the existing sources of supply are insufficient to 
satisfy it. then they reap an extra surplus over the 
cost of production of the commodity on account of 
the high price, till new sources of supply come into 
being and bring down the price again by competition ; 
and as this takes time so a kind of surplus is reaped 
by the existing producers on account, of the limitation 
•of the supply. It is similar to that from land as the 
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rent from land is also due to the limitation of its 
supply. There is this difference, however, that in 
the ease of land the limitation is permanent and so 
the surplus remains even in long periods. If the 
rents rise no new lands can be created, like factories, 
which maj r give an extra produce and may bring 
down the prices to the cost of production by competi- 
tion again. This short period surplus in ordinary 
prices is technically called Quasi-rent. 



CHAPTER XXVI, 


Wages. 


The next important factor of production is labour 
and the return to its work is called 
u wages. This term is technical!} 7 applied 

to the remuneration of a hired labour. In the case of 
the libera] professions the services are paid for with 
a u fee” as those of a doctor or a lawyer. The ques- 
tion of the determination of wages has become very 
important since the introduction of the wage system, 
and indeed the labour capital conflict has made it one 
of the most absorbing questions of the day. Wages 
expressed in terms of money are 
one.} v ages. mone y -wages, and when they are paid 
in the form of grain or other commodities, which 
are directly used for the satisfaction of human wants 
then they are called wages in kind. Even now in 
_ Tr . . many Indian villages the cultivators 

ages m "in . p a y their labourers and the village 
menials customary quantities of grain and not money 
wages. Money is required only to purchase commo- 
dities capable of directly satisfying our wants. So 
in reality what one wants in his wages is a certain 
-amount of those commodities, whatever the amount 
-of money paid to him may be. Eor him money 
. _ wages represent only the nominal 

realwag^^^ wa g es ** The real wages are the commo- 
^ dities that can be purchased with that 

money. As the value of money varies, real wages 
may be widely different at two points in time although 
• the nominal wages may be the same. In calculating 


Money wages. 


Wages in kind. 
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the real wages other matters besides the commodity 
value of money have to be considered. If a labourer is 
receiving certain advantages, then they 
C ommo ities are a } so ]j e inclmcled in real wages, 

pine c. He might have a free house, or free 

fuel or light. Or the employer might have arranged 
for a shop near the labour barracks whence the 
labourers may get necessaries at cheap wholesale 
prices. This will give them those goods at a cheaper 
rate than the retail market rate and the real value 


of their money wages will be increased. This system 
•sometimes leads to abuse also when the employer 
does not supply good commodities but clears off his 
own remaining old stock, and forces the labourers to 
purchase at his shop. But if the labourers are left 
free to purchase anywhere and good and fresh things 
are stocked in the shop it is really a great convenience. 
Besides cheap prices it supplies the necessities to the 
labourers at their doors. 


The nominal wages received have to be distribut- 
ed over the period which elapses 
employment! between one payment and another. 
If there is no regularity of employ- 
ment this period will be uncertain and the money 
wages also will be determined by his total earnings 
being divided by a period of average length in which 
both times of heavy work and perfect idleness 
are included. In that case his wages may be found 
to be very much less than their nominal value. 
If the labourer does not get full work in the year then 
to support him during unemployment, the wages of 
this intermittent work will have to be large or the 
labourer will suffer. Further there are certain occupa- 
tions in which the duration of life is not so great as in 

t~. , ... others. In such cases the labourer 

Duration of life. -xj.it xt , t t • 

earns in total less than those working 
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in other occupations, and to bring the average- 
total tig ure to the same level he should get 
more wages per period of time than the labourers in 
other occupations. Sometimes persons accept work on 
rather low wages if they find that there are possibili- 
ties of extra earnings in the work. 
Extra turnings. Such is the case with the court u chap- 
rasis" in India and with many others. 
Another form of extra earning is the possibility of 
employment of the other members of his family. If 
he finds that his son and wife also can find conveni- 


ent work with himself than he may accept smaller 
wages as this advantage increases the purchasing power 
of the whole family. All such factors enter in increas- 


ing the real value of wages. Then what may be 
nominally high wages may really be 
? U redone ^ ^ ieu compared with the work turn- 

ed out bj T the labourers and may not 
compare quite favourably with smaller wages obtain- 
ed for less work. 


Another important difference is between time 
_ wages and piece wages. When wages 

there merits. are P ai d according to the period of work 
they are called time wages. Time 
wages are regular and cretain. Where the quantity 
of work can not be easily measured in units or where 
delicate work with costly machinery is done, time 
wages are proper. Because if piece wages are paid 
the work will be hurriedly and carelessly done. Time 
wages, however, provide no inducement for sufficient 
work. When wages are paid according to the amount 
of work done they are called piece 
Piece wages. wages. An efficient labourer should 
get more time wages than an ineffici- 
ent one, but it often happens that no such measure- 
ment is made in the case of the general body of 
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labourers. It is in fact very difficult to find out when a 
large number of workers are employed, and when 
machinery has made the conditions of work such that 
even a person of average strength* may handle 
them. In such cases time wages are rather injurious 
to the efficient, worker as he gets less than he can 
produce. But if the wages are paid according to the 
pieces of work completed, they tend to vary with 
efficiency, because an efficient worker will produce a 
greater amount of work than an inefficient one will do 
in the same period of time. Piece wages by making the 
labour more productive than before increase the pro- 
ductivity of capital also, as it is now used to the best- 
advantage by labour. It also makes it easier to cal- 
culate the value of the product per unit. On the other 
hand the work is done in a hurry and efficient super- 
vision is necessary to ensure good work. Extra earning 
tempts the labourers to work hard even at the cost of 
their health. 


But whether they be piece wages or time wages,. 
. the problem remains, how arc wages 

wages! 68 ° determined ? Several theories 

are advanced to explain the principles 
on which the wages of the workers are calculated. 

One such is the u wages fund” theory. 
themy. fand ^ 1 states that at any period of time 

there is a certain amount of capital 
which is seeking employment in production, and of 
this a certain proportion 'will be paid to labour in 
wages. Thus at any given time there is a fixed 


"Wages fund 
theory. 


amount of money which can be utilised in paying 
wages and will be distributed on the number of 


labourers. If the number is large, the labourers will 
by their own competition decrease the rate of wages 
and the effect will be the same as if the capital were. 
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•distributed over a large number of labourers. Simi- 
larly if the number is small the wages will increase 
as if the capital were distributed over a small number 
only. Wages can increase only in 
This tlieorvjiot ^ W o ways, either by the increase of 
frutlE 1 " * the capital or wages fund or a decrease 

in the number of labourers. If wages 
are increased in any industry without either of these 
causes being present then it will mean the with- 
drawal of capital from other industries resulting in a 
decrease of the demand for labour and so again 
leading to a fall of wages. If wages in a profession 
are low there will be additional capital available, 
which will increase the demand for labour and will 
raise wages. Bise in one profession will attract 
labourers from other professions, thus ultimately 
equalising wages. There will be a general rate deter- 
mined by the wages fund and the labourers available. 
This theory is not accepted now-a-days. There is no 
doubt of a certain element of truth in it. It is a fact 
that wages are paid before the product of the 
labourer’s work is sold in the market and its value is 
realised. The wages are advanced by the capitalist 
•or the entrepreneur in the meantime. Such an ad- 
vance will naturally depend upon the resources of 
the employer. If he has not sufficient funds, he will 
employ a small number of workers and will curtail 
his production. It is also true that a certain amount 
of capital is seeking employment in production at a 
given time, and the extent of production will be in 
accordance with this amount. The extent of pro- 
duction will also determine the labourers required 
.and the wages will be influenced by the avilable re- 
sources which will form the demand for labour. But 


Its defects. 


it is quite incorrect to say that there 
is any fixed fund to be divided amongst 
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the whole number of the workers. Indeed an em- 
ployer will not employ more nor less labourers than 
he actually requires. If the theory means that the 
fund used in paying wages is the wages-fund and it 
is divided into the labourers working and the rate of 
wages is determined by dividing the fund with the 
number of labourers then it is a mere truism and does 


not explain why the rate is what it is; and in this form 

No ratio to a ^ S0 ^ ^ rue on ty f° r P ar ticular 

the total industries. If it means that the wages 

number of are divided amongst all labourers seek- 

labourers. ing work then it is manifestly wrong. 

Many labourers may remain unemployed. It cannot, 
therefore, be said that a fixed fund would be divided 
.on the total number of labourers seeking work. 

Further if the wage-fund be fixed, it 
combhiatiom would be impossible to increase or 

decrease wages, but we often find in 
practice that wages are increased by combined action 
on the part of the labourers. Then 
to^i h ciency m ^ ^ ^ a we ^ known fact that wages 
vary according to efficiency. Even 
when a particular number of labourers is being 
employed, the fund available will not be distributed 
amongst them equally, but the more efficient will get 
more than the less efficient ones. Wages depend' 
upon the demand for labour. This demand is derived 
from the demand for the product of that labour, but. 


Demand for 
labour — but 
no fixed fund. 


there is no fixed fund to pay for 
wages. The wages may increase, and 
this increase may partly he distributed 


over the other constituents of the joint 


■demand, such as raw materials, land, capital, or may 
lead to an increase in price of the product. In reality 
the general conditions of the labour market deter- 
mine the value of the labour or wages, as they deter- 
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Brazen or 
iron law of 
washes. 


mine tlie value of commodities. 

Another theory is described as the “ iron or 
brazen law of wages. 77 It states that 
the wages are always equal to the 
bare cost of living, because if the 
wages are higher than this, the com- 
petition between labourers, whose numbers are so- 
]arge and who possess no reserve, will bring them down 
to the bare minimum. High wages w T ill lead to- 
increased birth rate and an increase of labourers 
.bringing down the wages. Lower wages will mean 
less sustenance and fewer children than before. The 
resulting decrease in the number of labourers will 
increase the wages again. Actually the constant in- 
crease of population, as maltliusian theory indicates, 
will always keep wages at the minimum. There is 
an element of truth in this theory 
also. It is perfectly plain that the 
cost of living has a great influence in determining 
wages, specially when the prevailing standard of life 
and not the bare cost of living is taken into account. 
This is true that this cost will tend to be limited to 
the barest minimum under the system of free competi-' 
tion, for the labourer is at the mercy of the capitalist, 
as he has no reserve. Hot only the cost of living 
but also the cost of producing a labourer to replace 
him, affects his -wages. "Where the parents spend a 
large amount of money and care over the education 
of the boy, it is natural that when he becomes a man 
he should be able to earn more than others, for his 
efficiency is increased by his education, and so the- 
cost of producing him may be said to have deter- 
mined his wages. When it is determin- 
ed not by the bare level of subsistence 
but by the usual standard of comfort it is called a 
living wage. But it is correct only so far, as it em- 


Living wage. 
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phasises the element of cost in wages just as the 
j tr5 defects. wages fund emphasised the element of 
demand ; otherwise it is incorrect 
.and is generally rejected. In fact wages are not 
Wao'es not so s0 as the theory will have us 

fixed-inav be believe. An increase in production 
and 80 iu demand for labourers may 
easily increase wages even though, 
there has been no increase in the cost of livino-. 
Then there is the fact that wages can be increased 
by combined action. Labourers are not quite so 
much at the mercy of the capitalist now as they 
u^erl to be. The very fact of the possibility of in- 
crease shows that the wages are not limited by the 
bare cost of living. 

Indeed wages are not determined by the eating- 
capacity of the labourer but by liis 

bveftino- milied efficieil °J as a producer. If it were 
capacity. not so ail inefficient worker but huge 

' eater would get more than an efficient 

skilful but lean and thin person. Even if we limit 

Vases do not d °f ^ h * tlle Sto f ard of living 

follow standard 1S not 9 ulte accurate, because wages 
of hfe. do not follow the standard of living. 

If they did, nothing could be happier, 
for all that, would have been necessary would have 
djeen to increase the standard of living and the wao*es 
would have increased themselves. No labourer 
would want anything more, and there would remain 
no cause for the conflict of labour and capital. What 
happens is that wages increase and allow an advance 
m the standard of life and then that standard tends 
to keep the wages at the point reached. This is made 

Wages not ^ . we reme . mber that wages 

same in all 111 different professions are not the 

professions. same although the standard of life 
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may be the same for workers engaged in two 
different occupations. Often wages even in 
the same profession are different in different places. 

Further, on this principle the wages 
"Wages small y j ac k seasons should not be small 


^ r a^es^ small y j ac k seasons should not be small 

nor should there bo unemployment, 
hi such cases the labourer does not 
get enough ov* n For his bare cost of living. It shows 
how thi- theory attends to only one side of the 
pr.,h!/‘iii and does not pay any attention to the 
demand side. 

This theory says that in calculating the shares of 

the proceeds to be realised from the 

*1 ho roMmiul of his commodities the emplovor 

(‘laimant . ,, . , L 

th ( ‘oi’\ charges a lixed rate ror the interest on 

the capital invested, a definite rent to- 

be* paid for the land used and the usual rate of 

orotlt for himself. What remains is taken hy the 

labourer in wages. The labourer is. therefore, the 


Tito residual 
cliiimant 
tlu*or\ . 


residual claimant. Such a theory, if true, world he 
a good answer to those extreme socialists, who say 
that the surplus produce of the labourer is v holly 
appro] n’iated by the employer, for in this case after 
allowing the fixed returns to the other factors of 
production all the remaining return would be taken 
bv the labourer. Thus according to 


Against fact-*. this theory, wages will vary with the 
productivity of labour, because from 
the sale proceeds— the result of the production— will 
remain to the labourer. This theory is good so far 
as it emphasises the influence of the productivity of 
labour in determining wages. Otherwise in reality 
this theory is quite against facts. Firstly the 
capitalist pays wages before he realises the sale 
proceeds, and not after it. He advances the fund 
paid in wages, and so in fact the amount of wages 
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is .fixed before the product of labour is sold. Secondly 
after allowing for the wages the interest and the 
rout paid or to be paid whatever remains is taken 
by the employer as profits. He is the residual 
claimant. The profit may be large or small as the 
conditions of the market may be, and the employer 
undertakes the risk of this increase or decrease. He 
tries to adjust land, labour and capital in such a way 
in the process of production that the risk of loss 
may be decreased as much as possible and that the 
chance of gain be increased. And the risks that he 
takes of the success or failure of his plans are 
compensated by his profits. Therefore, labour is not 
the residual claimant. Even in the calculation of 
the cost of his produce before its sale in the market 
if the employer includes only the general rate of 
profits prevailing in the industry, he also calculates 
the wages at a fixed rate which he has already paid. 
In estimating the cost before production he will 
calculate the prevailing rate of profits, interest, 
rent, as also of wages. There is no additional residue 
fgr the labourer. If any thing does in fact remain 
it goes to the employer for his risks. Then there is 
the same possibility of wage being 
creased ^bv increased by combined action. This 

combination. would not have been so if the other 
factors were to take fixed shares and 
the labour the residue. In that case the shares of 
other factors would not have been decreased nor 
could the residue of labour have been increased. 

For a proper understanding of the forces that deter- 
. mine wages we have to turn again to the 
theory-Tommon marginal theory. The same theory of 
theory of value, value is applicable to the determina- 
tion of the exchange value of commo- 
dities in the department of exchange, and to the 
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•determination of tlie exchange values of the factors 
of production in the department of distribution. 
The former is called price and the latter are tecnicallv 
termed contract rent, wages, interest and profits. 

In the case of labour the demand is represented 
by the wages which an employer is 
prepared to pay. lie wants a certain 
Li umber of labourers for his work. If 
the number available is small he will 
be prepared to pay more, for the utility of the 
labourers to him is great, but if lie has an abundant 
supply of labour then he will take a. certain number 
of labourers and not more. The number will depend 
upon the productivity of the labourers. The pro- 
ductivity of a labourer will 1>^ compared not only 
with tint of another labourer but even with capital 
whi( li may be u>ed to replace labour. Thus an entre- 
preneur will calculate not only whether it is profit- 
able to engage a certain number ol labourers but ako 
whether it will not be even more pi*uJi table than this 
to use a machine instead of a certain amount of labour. 
But if the auxiliary capital us«m1 be the same the 
increase in the number of labourers employed will lead 
to a decrease in their productivity to the employer. If 
there is only a small number, the, employer may appoint 
one labourer t<> the charge uf two machines : but if he 
can have more, then he will place two labourcus to 
three machines, so that the machines may be attended 
to and worked continuoivdy. and may not bo stopped 
by rho absence of one of them. If he can put one in 
charge of each, then < vidontly greater attention will 
be paid to the work, and production will lie greater 
than before. Tims the productivity of the different 
instalments of labour wdl be different and that labourer 
will be the marginal labourer whose productivity is 
just enough to repay for his wages. The wages of 


Demand for 
labour and 
niui’idnaL 
Inbouroi 
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this labourer will determine the general rate ; the 
producer will be realising a surplus over the employ- 
ment of the other labourers. But he may or may not get 
such a marginal labourer, and so the 
vitv ^filial 1 " ra ^ e wages will be determined by the 
labourer. productivity of the final labourer that 

is available, just as the value of a 
•commodity was determined by the final utility of the 
commodity. There will be many employers in different 
industries. Different employers will estimate marginal 
productivity differently. Thus there will be a demand 
schedule for labour. 

Where even women and children are available as 
labour they become the marginal 
labour. ema 6 labourers and thereby lower the gene- 
ral rate of wages. Female labour is 
cheap as they do not spend much time or money in 
training and so are not so efficient. They can do 
only the easier work for which their supply may be 
large. Moreover they have no organisation of their 
own to secure high wages by collective bargaining 
for them. 

On the supply side two factors enter into the calcu- 
lation. One is the margin of toil and 

margin of toil. ^ ie ot h er ] " s ^ ie marginal cost of pro- 
ducing a labourer. It has been ex- 
plained that labour tends to increase in unpleasant- 
ness with the lapse of time, and the labourer would 
be willing to work only as the remuneration com- 
pensates him for the disutility of toil, which goes on 
increasing. He comes to a point where the disutility 
of toil is just compensated by the remuneration 
obtained, and beyond which the disutility becomes 
greater than the expected wages. This is his margin 
of toil. He will try to have wages, equal to those 
which he gets for that period of time which is at the 
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Labourer's- 

surplus. 


margin of toil, for all the other 
periods as well, and will earn his own 
producer's or labourer's surplus over 
the earlier periods. If his work be for a short period 
only then the disutility should be small and the rate 
of wages should be lower, and so should be his 
labour-produce r\s surplus. But we have to remember 
that labour eats while it works, that it cannot work con- 
tinuously for a long time to compensate for its short 
period of work at another time, and so for the short, 
period the rate will rather be higher to compensate the 
labourer for the irregularity of his employment. This 
margin of toil will be different for different labourers. 

margin will effect the increase or de- 


While the 


Cost of living. 


crease of the rate of wages according 
to toil the basis of the rate will lie 


Marginal cost 
ot training. 


found from the cost of living. The wages must be 
sufficient, to enable the supply of the labour to be 
kept up, or they should pay the cost of living of the 
labourer who is already working including the cost 
of preparing another to take his place. Labour in- 
creases or decreases in a very long time like a genera- 
tion. In long periods of time the 
supply of labour depends upon the 
margin of producing a labourer. If 
the earnings of a profession decrease the parents will 
gi\e yp training their sons for those professions, 
and if they increase then a larger number of parents 
will train their sons for them. There will be a 
comparison between the costs of training and the 
expected earnings. They will be different in differ- 
ent professions. If the earnings are sufficient to pay 
for this training it will be given. Further the cost 
of training will be different also for different boys 
of various capacities, and the training of the worst 
boy must be compensated else he will not be trained! 
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and the supply will decrease. This will be the margin 
of training a labourer. The margin 
o/produchio- producing a labourer will depend 

a labourer. ' upon the cost of maintaining the 
family am 1 the would-be labourer plus 
the cost of training. Tt will be different in the case 
of different families. Where it is so large as to be 
just compensated by the current wages, it is the 
marginal cost of producing a labourer. The parents 
will be earning rent on the training of the better 
boys. 

Thus there will be a demand schedule of labour 
based on productivity and there wbll 
equilibrium. t> e a supply schedule based upon the 
margin of toil and the marginal cost 
of producing a labourer*. Like prices the wages will 
be determined at the point where the largest, number 

Normal or ^ a ^ ourers can work. This will 

general wage. ^ ie normal or general wage. Actu- 
ally, however, there will be many 
other disturbing forces. The position of the labourer 
may be too weak to permit of a free contract. Then the 
mobility of labour from profession to profession or place 
to place is not quite so perfect as is assumed in the 
above theory. Nor is labour likely to be so well in- 
formed. Further this increase or decrease of the supply 
of labour does not depend upon the wages merely, some 
professions may be more attractive in other ways 
e. g . prestige and power. Some may require greater 
capacity and so supply for then may be small. The 
higher grades may restrict entry by requiring high 
qualifications. Moreover, the lower grades seldom 
have the foresight and vision to prepare their 
children for the higher grades and so they train them 
to work in the same grade. Labour is not attracted 
to those professions where the chances of success are 
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proTomatiu and the ordinary labourer cannot take 
bug** n^k'' tlm xnid. Then this adjustment of 
labour to < Aim* 1 1 < 1 tak< > a wry long turn 1 , a genera- 
tion. hwn t iu-n it js not perfect. There maybe 
miscalculations <n future chances. And once a 
labourer is iraiiad for a particular pretension he can- 
not < hauge n racily, but becomes fixed in it. Ordi- 
narily. t ;ier«‘i<>n - the waives ot labour are determined 
by the existing supply of labour and the produc- 
ts ity of tm* liual labourer available. In verv long 
] m * w «» in rlu^ point will move with the increase or de- 
crease dl newly Trained labourers. while m short 
periods the i i it uisity <d demand in relation with the 
existing supply will be effective. .But as the supply 
Tl .. r of labourers is mu verv clastic the 

relative ielati\e wages m different professions 

will vary and will be determined bv 
the particular < onditioiis of demand and supplv m 
each. Another dihcieiue will be caused bv the 
different efficiency of the different classes of labourer. 
In the same class also the wages will differ according 
to individual efficiency when they are paid according 
fo the quantity of work dome 

The rise of the wage system has led to class 
,,, j confliits. Labour lias become a kind 
din* to waa‘0 community for sale, and just as 

system. ‘ interest of tin* seller is to sell at the 

highest price and that of the purchaser 
to pay the lowest price, the employer tries to get as 
cheap labour as posAhle and tile labourer to get as 
high wages as he can. Labour is not quite so mobile 
nor is the competition quite so free as to enable the 
labourer to obtain wages equal to the productivity. 
A labourer may lie getting wages smaller than the 
productivity theory would warrant, aaid yet may 
remain in the industry, as he may not like to move 
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elsewhere, and the strong position of liis employer 
may compel him to accept the low wages. In the 
case of commodities the seller is not personalty 
effected, and if a commodity has to be sold at a price 
less than its cost the seller sells it and does not 
produce more but there is no further relation between 
him and the purchaser and so there is no great unplea- 
santness created. But the labourer must himself 
deliver his labour, and he is a conscious living being, 
so the scanty remuneration and hardwork creates an 
increasing unpleasantness in his mind which goes on 
increasing with the length of contact with the employer. 
It does not stop on the completion of the transaction 
as in the case of a commodity, and then at last the 
accumulating forces tend to burst forth in the form 
of a conflict. 

Wages do not move with the prices automatically. 
Wages-do not The capitalist tries to postpone the 
move with increase so long as he can. Moreover 

prices easily. when once the wages are increased it 
is difficult to move them down. The increased 
wages accustom a labourer to a higher standard of 
living and if the wages are then decreased the 
labourer feels it as a hardship and tries to resist it. 
This lias been the case in England as well as in India 
in the post war period when the abnormal war prices 
began to decline. Becentty there was the great 
strike of textile worker in Bombay as the employers 
wanted to reduce the wages on account of the 
declining condition of the mill industry. Therefore 
the capitalist does not like to increase wages unless- • 
the advance in his industry is permanent. 

This enrages labourers and they try to get their • 
Strikes wages increased by refusing to work. If 

this were done by one or two labourers 
it would not have affected the employer very much, but . 
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as it is done by the whole body of labourers working 
under him the position becomes serious and he may 
have to yield. The employers also use a method of 
lighting to enforce a decrease in wages similar to the 
strikes. It is called a ‘dock out”. The 
Lockout. employer closes his works unless the 

workers be willing to work at lower wages than 
before. The labourers lose work and wages in a lock 
out, and though they try to resist they have some- 
times to yield. If the position of the producer is 
really desperate and he finds it better not to produce 
at all than to produce at a loss the position of the 
labourers is weak, and they have to yield sooner or later 
for they cannot remain without work for a long time. 
This is what happened in the great coal strike of 
England. If the conditions of the industry are not 
bad then the employer may give in rather than lose 
his profits, but the action is so serious that no 
employer is likely to adopt this method when he 
stands to lose by his action. He will take to it only 
if his position becomes very difficult. 

These class conflicts are harmful both socially and 
economically. They create an unplea- 
Socially and sanxness and a strained condition of 
harmful. feeling which is a danger to social 

peace. Revolution always looms in 
the background. At the same time they do a great 

• economic harm to the nation as a whole. A strike 
generally occurs at the time when the conditions of 
industry are good, for then the labourers want a share 

- of the increased national income. And at such a time 
a strike prevents the industry from taking advantage 

• of the favourable conditions and so the national 


income is reduced. To heal this conflict and avoid 
its evil effects various methods are tried. One of 
them is the system of conciliation and arbitration. 
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Arbitration Conciliation boards try to find out the. 

causes of strikes and try to relieve the 
situation by bringing the parties together and helping 
in arriving at a decision. An arbitration board hears 
the case of both the employer and the labourer and 
then gives its decision in the dispute. This decision 
may be enforced as a legal process in countries where 
arbitration is compulsory by law as in New Zealand 
and Australia. Where it is not compulsory, as in 
"England, die publicity at the proceedings exerts a 
moral influence on the parties. Other methods are 
for the amelioration of the condition of labour so as 
to improve its lot and decrease the causes of conflict 
as far as possible. 

One way of doing it is to pay wages according to a 
, scale sliding with prices. A better and 

v ] I /i i yi O’ I P 1 ^ ■*“ # 

of wages. more successful way is to adopt a scale 
sliding with the cost of living which is 
indicated by a reliable index number. But in this the 
real wages remain stationary. They are very useful if 
labour’s right to get an increase in real wages also is 
Bonuses reserved. Another way is the granting 

of bonuses in case of prosperous trade. 
The bonuses are not permanent additions but are given 
only because of the better conditions. If those condi- 
tions change they may be stopped. This has the merit 
of avoiding the decrease of wages, a proposal which is 
likely to create difficulties. But this is only if the 
bonus is given for a short time. If it continues for 
.a long time then it is likely to be treated as a part of 
wages, and the labourers becoming accustomed to 
spending it will resist its stoppage, for that will de- 
crease th,eir available funds for an expenditure which 
has become a habit with them. Thus in the Bombay 
strike of 1925 the stoppage of the bonus was one 
of the grievances. Sometimes bonus is given as a 
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premium on good work, a standard of 
svfetem 111 work is fixed and a bonus is given on 

extra work done, but tlie rate of the 
bonus decreases with the increase of extra work so 
that there may not be a great inducement to do 
hurried work. 

Another system of bonuses is the American “scienti- 


Scientiiic 

management 

system. 


fic management system. 7 ’ Workers 
for various works are selected b} T 
psychological tests. For every process 
a standard time is found by. Time 


study or a study of the time required to complete it. 
A standard way of doing it is fixed by eliminating 
the superfluous motions. This is called motion study. 
Then if a worker completes it earlier than the fixed 
time he is paid a bonus at a determined rate. But 
labourers consider these only as ways of getting 
more work done and so do not like them. 


Another method that has been tried in England 


mini- 
11111111 wage. 


is of fixing a minimum legal wage. 
Trade boards are established. They 
hold an enquiry and fix a wage 


which can he enforced bv criminal law. This 


method helps the labourer in these industries in 
which he is not organised into trade unions. It 
advances their standard of living and impels a 
producer to devise better methods of production to 
compensate himself and protects him from those 
producers who exploited labour, and paying smaller 
wages produce cheaply. 

In profit sharing a share of the profits is given to 
p - the labourer also. It is better than 

bonus as it will be automatically 


stopped in bad years without any resistance and will 
increase in good years. It gives the labourer an in- 
terest in the business, attaches him to the work,. 
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increases his productivity, and tends to produce a 
spirit of comradeship between the employer and 
the labourer. It also decreases the cost of superin- 
tenclance. But in spite of its good results it is not 
generally liked, neither by the capitalists nor by the 
socialists. The spirit of conflict being abroad, the 
socialists argue that the labourer’s profits are nothing 
but a small share of his own extra earnings, so that, 
in reality the labourer is earning even more for the 
employer than before, while at the same time he is* 
being deceived into accepting an arrangement as 
fair and just which does not give him his rights but. 
robs even further. The labourer is kept pleased 
without any real gain and forgets his own interest, 
often profit sharing schemes are introduced by in- 
dividual firms thus making collective bargaining by 
trade unions difficult. The other side argues, that if 
the labourers receive profits, they should also be res- 
ponsible for part of the losses, which evidently is 
impossible ; and then profit sharing is a right con- 
tracted for the labour contract. It does not bear 
the mark of the capitalist’s kindness as the bonuses 
do. At the same time firms which adopt it suffer. 
They have to meet a large wage bill and inefficient 
firms, which do not pay such bonuses, are able to 
compete with them. Such objections are more senti- 
mental ‘than weighty and the general improvement 
in the relation of labour and capital should give it a 
good chance. But so far the system has not made- 
much headway. 

In profit sharing labour gets no voice in the 
Labour control of the industry. This is pro- 

copartnerships. vided in labour copartnerships in 
which the labourers either become 
share holders, or nominate a “director” to represent 
them. Often, however, they appoint a committee* 
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which jointly with employer’s representatives ad- 
minister the profit-sharing funds. These committees 
often advise on other matters also, but have no 
directing or controlling powers. 

Another svstem makes the labourers themselves 


^ the capitalists by combining bodies of 

product! oil 6 labourers into cooperative societies 
and their starting factories in which 
they themselves are the workers. Their joint 
responsibility can easih r get them capital. The 
greatest difficulty in this case has been the question 
of supervision. The labourers themselves being the 
masters are not always very obedient and manageable; 
and the managers, who are also servants at the same 
time, find the work difficult. This is remedied by 
the society starting factories with hired labour, but 
in that case the old capitalist system remains and the 
society becomes merely a joint stock company hiring 
labourers and earning profits, and becomes a close 
reserve to which new members are not admitted. 


Moreover, even in this system the labourers do not 
recognise the value of the manager’s intellectual 
labour and are not often prepared to pay him as he 
deserves, and so are not able to make good appoint- 
ments. Even if they pay well, they can not secure 
the work of an entrepreneur from a paid manager. 
In the first place the qualities of leadership, imagina- 
tion, quick decision and administrative capacity 
are found combined only in a small number of persons. 
Moreover, the personal responsibility with personal 
interest, which brings all the powers of the entrepre- 
neur into play, is absent in the case of a paid manager. 
These defects may be partly removed by proper edu- 
cation. But at present cooperative production can 
be useful, more as a means of decreasing inequality 
of wealth by making it possible even for the petty 
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labourers to become capitalist producers, than as a 
way of reconciling labour and capital or of replacing 
the capitalistic system. The former purpose is better 
served by the system of joint stock companies even 
now. They also make it possible for a person 
with a small capital to become a part proprietor, and 
joint stock companies can undertake greater works 
than the cooperative producing societies can. But 
such societies can be useful in small production such 
as dairy farming and handloom weaving. In those 
-two branches there are already societies in India, 
notably in the Punjab. Indeed the development of 
handloom weaving under the cooperative system as 
a cottage industry supplementary to agriculture may 
be very important for an agricultural country like 
India. 

Another method of reconciliation is to make 
labour more pleasant, to provide 
various conveniences and advantages 
for labour. to the labourer to make hnn more 


contented. This is done by opening 
.schools for his children, by providing sporting clubs 
and cinemas, reading rooms, tea shops for his recrea- 
tion and refreshment, and systems of old age pensions, 
accident, illness, death and unemployment insurance, 
maternity benefits and the like to make him financia- 
lly better off and to provide for him in difficult times. 
In the latter schemes part of the funds are contributed 
by the employer and the state, and part by the 
labourer himself. Various ways of ending the 
conflict have been tried but there appears to be little 
improvement. « 

The conflict between labour and capital has led to 
Labour bh 0 ^ orma ^ on ^bour organisations 

•flr^Uatinns w]l ick have become very powerful in 
modern times. The most well known 
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of these are the trade unions. Numerous unions have 
been formed in all countries and have been federated 


into big organisations counting hundreds of thousands 
. as members. They hold their annual 
congresses. The movement is begin- 
ning in India also and there are already several 
unions, notably among the raihvaymen. An annual 
trade union congress is also held. Its development 
in England has been immense. A trade union is a 
union of labourers or workers in any industry or trade 
formed for the purpose of mutual help and protection 
in matters relating to their work or trade. The trade 
unions have had to fight their way through a very 
stiff opposition of the capitalists. Formerly the right 
of labour to unite was not recognised at all, strikes. 

were punishable. Even before the 
Labour statutes. industrial W age system of modern 

days there were labour statutes in England which 
ordered every able-bodied man having no work 
or profession of his own to work for another. 
Under one statute even children found begging 

could be taken as servants, and running 

away was punished by their being made slaves. 
Conspiring against the masters made the servants 
slaves for life. "Wages were fixed by magistrates, 
and the workers could not unite for protecting them- 
selves. But these statutes were of the middle ages.' 
and were at last repealed, still they made the labourer 
meek, afraid, and sub-servient, and the right of 
combining for trade protection was not well recognis- 
ed till about the middle of the nineteenth century. 


Friendly 

societies. 


At first the trade unions had to be 
formed in the form of friendly socie- 
ties. or societies formed merely to 


help labourers in slack times, when unemployed, or 
to provide various conveniences of recreation, club, T 
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Insurance, and information about work. They were 
organised by crafts and besides helping labour they 
.also maintained a high standard of work. The labour 
bureaus gave information to the lab- 
Labour uieau». ourer where his work was in greater 

<demand, and even lent him money to make the jour- 
ey. But such societies could not use their funds 
for promoting a strike, nor could they advise labour- 
ers to strike. Even now the general principle of 
law is that if a person induces another to break his 
‘Contract with a third person then he becomes liable 
to pay damages to that person. In course of time, 
however, it was recognised that trade disputes bet- 
ween employers and labour stand on a different 
footing than ordinary breaches of contract and so 
the right to strike was recognised. Craft unions and 
^ . . friendly societies were replaced by 

nniomsm - the general unions of unskilled labour- 
ers with a more militant programme to protect the 
right of the labourers. This was termed the new 
unionism. Gradually the unions were organised 
separately for separate industries but including all 
grades of labourers working in the particular industry. 
Now a tendency for amalgamation into federations 
has become apparent to facilitate general strikes and 
several amalgamations have been established. But 
often their working is not quite harmonious. The 
necessity and justice of the trade union lies in the 
peculiar position of labour. In a system of free 
competition labour is simply at the 
trad^iinions. rnercy of the capitalist. The labourer 
Labour at cannot wait for work, for that means 
the cTWS starvation, whereas the capitalist can 
* wait and yet live. So a labourer 
is likely to accept the terms of the capitalist. If a 
labourer does not, he will be rejected and there will 

Econ. 25. 
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be another to take his place. The capitalist can 
easily import labourers from other places. He has: 
ample means of information and knows where labour- 
ers are found easily, but the labourer has not got 
Mich iuf< •runnion. Even if he had, he might have 
found it dil'iicult to move out on account of a lack of 
funds to mem the cost of the journey. Then going, 
to a new place really more dangerous to an un- 
protected weak labourer, than it is for a monied 
capitalist who can purchase all conveniences and 
protection anywhere. He can invest his capital in 
the most profitable place. Further the capitalist 
does not require to go in person but can invest any- 
where even from a distance. The capitalist can 
replace labourers by using machines, adopting the 
latest inventions and managing his work with a. 
smaller number of workers than before. But the 
labourer cannot manufacture work. He must have 
somebody to give him work, llis hand-made produce 
stands no chance in a competition with machine 
made goods, and costly machines and factories he 
cannot set up. so he must find an employer if he 
wants to live. It may be easy to find another labour- 
er to take his place, but it is not always so easy to- 
find an employer. The contract is not a free con- 
tract, for the labourer it is contract of necessity. He is- 
clearly at a disadvantage in makiug it. The labour of 
a labourer is perishable. He cannot store it. If it is. 
withheld at any time, it perishes and gives no return T 
while the need for satisfying hunger and other wants 
of the labourer still remains. So he must work at- 
once where he is, and necessity may force him to 

Trade union wor ^ ^ s *nall wages. A trade union, 
removes these however, can help him in overcoming 
difficulties. all these difficulties. It can by com- 
bining labourers into one society for 
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mutual protection prevent other members taking the 
place of another member, as is often done in India 
bv the punchayats of the menial castes. They can 
supply information to labour about 
Utility of the places where he can get better 

com m wages. They can help him with funds, 

and then they employ method of collective bargain- 
ing. When an individual labourer contracts with the 
employer, he is at a disadvantage in comparison with 
the resourceful employer, but when all the labourers 
contract in a body with him, the 
Collective . position is better. The capitalist may 
C apf t alis t *can do without one or two labourers but 
do without one cannot do without all, for in that case 
or two labourers bis work would be stopped, and his 

out all ^ 1 1 interest and profits would be lost. So 
when the labourers act in concert, he 
is more likely to be in a reasonable mood and to 
agree to fair conditions. Such organisations have 
raised the labourer from his slave like condition and 
temperament, and have made him self-confident and 
assertive. 

Trade unions supply information, bargain collec- 
tively, organise strikes, support labour- 
trad . ers ii mes of strikes, help the un- 

employed and generally keep up a 
constant fights for the amelioration of the labourer’s 
* life. They keep up an agitation, educate public 
opinion, and even organise political parties to carry 
their proposals through the country’s legislatures. 

Such a party is the famous labour 
a oui party. p ar py 0 f England. It includes many 

distinguished persons, many of whom have been 
workers themselves in the first parts of their 
lives. They have risen even to the posts of minis- 
ters. In the present British Parliament labour 
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forms the opposition instead of the liberals. This 
achievement lias been due to the realisation of 
Ills power by the worker. In a system of adult 
suffrage the labourer has a great future, as labour 
has a large proportion of the votes in the country, 
and so an organised political party directed by 
able men has numerous chances of 
conimittee tai " success. A parliamentary committee 
was formed to keep a watch upon 
labour legislation. In 1920 it was replaced by the 
general council, which besides watch- 
eneia courLG1 * mg legislation also looks after propa- 
genda -work and helps in amalgamation and in solving 
internal disputes. The trade union movement has 
. already achieved much. It has not 

, . , only secured the recognition of right 

ac neT emeu . ^ strike, but has otherwise caused laws 


to be enacted to prohibit child labour below a certain 
age, generally ten years, and night work for women 
.and children, to limit the hours of work both for the 
adult and the young men. Various 
regulations factory laws have been passed for the 
better fencing of machinery and pits 
to avoid accidents, and for maintaining sanitary 
-conditions inside the factory, even for regulating 
the temperature that may be allowed to exist inside 
a factory. If it rises above the prescribed degree 
then the employer must take steps to lower it. By 
shortening hours of labour it has made 
—Shifts. OUrS ^ possible for the labourer also to have 
a social life and spare sometime for 
recreation and intellectual enjoyment. When he had 
to work from five in the morning to six in the 
evening with a short interval to take his meals, his life 
was miserable. In cases they even worked for 14 or 
15 hours a day. Eight hours of work now give him 
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scope for other activities as well. Seduced hours 
increase his efficiency, enable him to work carefully, 
accidents are reduced, capital is well utilised and so 
the employer also does not lose. But where fixed 
capital involved is large, several shifts of workers 
may be arranged to use it to the most. The night 
shifts, however, lower efficiency and so do not give 
an adequate return to the employer. They also 
disorganise the labourer’s social life and are specially 
harmful to women. 

They have been instrumental in getting the 
T various provisions of old age, death, 

and benefits. illness, accident, unemployment in- 

surances and maternity benefit made. 
Even if the trade union movement had done nothing 
more, these achievements alone would have secured a 
high place in human institutions for it. But what is 
more is that the trade union has taught the worker 
the utility of combination, and has 
from re ' T ma( le him a power in the land. This 

lutionaTv 0 "* practical success has had another 

socialism. great effect. It has kept the trade 

union away from revolutionary social- 
ism like the* doctrines of communism. The trade 
union is more concerned with the practical present 
than with speculation about the future. And the 
English socialist believes more in evolutionary 
advance, in a better organisation developing from 
the present one than in a sudden and forced trans- 
formation of society. 

Trade unions often oppose the introduction of 
■ K1 new labour-saving machines, induce 

methods^ 6 the workers to do less work in the 

same period of time so as to provide 
work for a larger number of labourer than before, 
*and sometimes restrict the number of labourers who 
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may enter into an industry. All these reduce the 
amount of production and so the national income 
from which even the wages are derived. Such 
actions have an appearance of undue interference 
and embitter the industrial life of the country. 

Their method, strike, has been assailed as harmful 
to soeietv but it has its advantages as 


Strikes— -their 
advantages. 


well as disadvantages. 


Besides leading 


33 Lick-legs. 


to an increase of wages it makes 
labour conscious of its power and teaches the utility 
of combination. A strike is a veritable training in 
organisation and discipline, and this training may 
often give a lesson in self control, 
baootdgt*. Thus in early days strikes were often 

attended with sabotage, or the workers tried to harm 
the employers by breaking the machinery or destroying 
the works. Pickets were placed to prevent black-legs, 
7M , * * or those labourers who offered to take 

the place ot the striking ones whether 
imported or local, from doing work, and even injuries 
used to be inflicted on them. Incase of a disturbance 
firing would take place and the state forces would be 
called out to maintain peace. It happened in the 
earlier stages of the recent coal strike in England 
and the railway strikes in Bengal and Madras in India. 
But generally now the strikes are better controlled 
_ . . . than they were before. Tliev go on 

self-control f° r months and months together 

peacefully without any serious distur- 
bance. Anything which gives such a training in 
self-control cannot but be helpful to a disciplined 
society. 

This very discipline, which is otherwise an advan- 
, tage, makes a strike even more 

isa vantages. c | ail g erous ^ gives the power to 

labour and makes it a potent political power. A 
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strike may be organised in a trade dispute and it may 
also be organised to paralize the existing organisation 
and government and seize political power. Such 
seizure may prove to be good ultimately, and may 
also prove to be bad. Something brought about by 
a revolution may not be well tested, and then instead 
of doing good it may actually injure. Such a strike 
is a standing danger to political and social peace. 
The general strike in connection with the recent 
coal strike in England was declared to be such a- 
political strike, a challenge to the whole community. 
The nation as a whole opposed it and it had to be 
abandoned. Moreover, even economically a strike 
reduces production, it generally stops work when 
work is most wanted and reduces the national 
resources. It injures both the capitalist and the 
labourer. The former loses profits, the latter his 
wages. It increases the class conflicts. Even when 
ended, it leaves an unpleasant feeling in the minds of 
both the parties and prepares for another conflict. 
It dislocates the whole social life and creates a kind 
of crisis, if it is organised on a large scale. However, 
a strike well planned and efficiently controlled may 
do real good. If it is not started merely as a question 
of prestige, and if the shame of giving way does not 
prevent it from being called off, but it is ended as 
soon as its object is attained or becomes impossible it 
may be good ,* it may save the country’s resources 
from being wasted and may at the same time help 
labour. Such a strike is likely to carry public 
sympathy with it. 

Probably the fear of strike is even more effective 

Fear of strike ^an a strike itself* When once the 
more effective, strike begins both parties are likely to 
become stiff, but before it does occur, 
the probability of a time of prosperity may induce 
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Unit- should he 
negotiations 
second 
and always. 
Strike onlv a 
In*»t rchoit. 

ami al wavs. 


lightly disregarded 
and the 


the employer to accept some reasonable terms 
graceful! v. Even then sometimes strikes may have 
to lie ivs<.«rte<l to. But negotiations may often effect 
tlie purpose without a strike. In fact 
negotiaiious must never he given up. 
The strikers must always be ready to 
settle any fair tonus, for a strike does 
harm to themselves also. Their rule 
should be negotiations first, second 
Strike should be declared only as a 
last resort, and even then it should be ended as soon 
as its usefulness is exhausted : questions of prestige 
should not be allowed to stand in the way. Such a 
strike will be supported by the public opinion. This 
is a support, which cannot be 
either by the employer or the labourer? 
success of a strike may often depend upon how the 
society as a whole looks at it. 

The latest development in the methods of indus- 
trial reconciliation is the institution of 
blem-iJemaiitl .i oillt industrial councils. A new pro- 
tor control/ blem has arisen in the demand of labour 
for a share in the affective control of 
the industry in which they are engaged. By being 
employed in any particular industry they also run a 
risk. If the industry falls into bad times, they will have 
to fa c-e unemployment. To saf egu ard themselves against 
such a contingency they should be allowed a share 
in the direction of a matter which is so vital for them. 

To satisfy this demand so far as possible and 
ensure a harmony in industrial rela- 
tHafcouncds. tions J°int industrial councils con- 
sisting of the representatives of trade 
unions and the employers in an industry have been 
instituted. These councils are con- 


"Works com- 
mittees. 


nected with works committees, which 
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are separate for different industrial units through 
district councils. 'The works committees deal 
with the particular affairs of their own 
factory while the industrial council looks to the 
broad interests of the industry. They examine 
questions relating to industrial research, technical 
education and training proposals for 
Functions. industrial legislation, conditions of 
labour, fixing and adjustments of wages 
and reconciling differences in industrial disputes. 
They act not merely as a curative measure like the 
conciliation and arbitration boards, but provide a 
kind of preventive machinery which tries to remove 
the causes of industrial disputes before they actually 
appear. It is true that their functions 
^oMolativef 13 ' mostly consultative, still by bring- 
yet useful. ing the employers and labourers to- 
gether, instead of ranging them into* 
opposing camps, they do help both the parties in 
perceiving their common interests, and devising a 
satisfactory solution for their outstanding problems. 

A serious problem of the present industrial orga- 
nisation is the creation of a standing, 
of 16 idle reserve of labour. Even in normal 
labour. times there are seasonal fluctuations 

in certain industries like agriculture. 
The cultivator is idle for a certain period of time 
every year. Moreover there are irregular fluctuations 
of labour in every industry of busy and slack times, 
and a reserve of unemployed labour becomes necessary' 
to provide additional labour when an industry is 
enjoying a good time. It has become a kind of 
necessity of the present industrial system. And 
then there are the liabilities to overproduction, 
which so often cause a crisis and increase the- 
ranks of the unemployed. Various remedial mea- 
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Remedial sures have been tried but the problem 

is not nearer a solution. Provision 
of work by starting new schemes of development, 
providing supplementary industries to cure seasonal 
fluctuations, organising short time working of factories 
are some of the ways tried, but the unemployed 
IT ] 0 t remains. A scheme of unemployment 
insurance. m€U insurance has become necessary. When 
every labourer employed pays a pre- 
mium, sufficient funds maybe accumulated to provide 
a subsistence for the unemployed, as the unemployed 
will only be a small part of the total men employed. 
Thus every man pays while he is in employment to 
get support when he can not find work. 

This feature of industrial life has accentuated 
the demand of labour for a voice in 
the control of the industry, so as to 
provide a security of employment to 
the workers. The employers argue 
management be handed over to the 
labourers entirely, the conditions will not be much 
different, as they are due to natural forces. But the 
labourers would naturally like to suffer, if they have 
to suffer, at their own hands. As 
they run the risk, they should be 
allowed to see if they can devise ways 
to reduce it. Moreover their collective bargaining 
and equal negotiations with employers have increased 
their status and they demand an equality with the 
-capitalist in governing industrial life. Some may 
. go further and advocate various schemes of socialism 
which are dealt with in another chapter. 


Demand for 
security and 
control. 

that if the 


Question of 
status. 



CHAPTEB XXVII. 

Interest. 

Interest is the value paid for the use of capital. 

When a person does not use capital 
What is interest, } 1 ; j_ mge ]j? -j_ g no t making the extra pro-* 

duction with its help which he could have done. He 
allows it to be done by another, and he takes part of 
the eikkra production as a price of the permission to 
use his capital. This is generally called interest. 

This view of interest, as a charge for 
Use theoiy. the use of capital, is called the “use 
theory . 77 But some writers, who consider interest to 
be due to exploitation, object that the use of a thing 
cannot be separated from the thing itself. Consequent- 
ly taking this extra charge is said to be pure exploita- 
tion. This argument is a very old one, but is uncon- 
vincing. In lending the use of a thing the owner does 
■ deprive himself of the command over it, for a period 
of time and permits another to have that command. 
This is the use of the thing, and the owner is undoubted- 
ly entitled to be compensated for this deprivation. 

The “exploitation theory 77 of the socialist applies 
not only to interest but to all shares in 
Uieor}\ atlon distribution except that of labour. It 
asserts that rent, interest and profits are 
.all the results of the exploitation or spoliation of 
labour, that it is labour which really produces and 
these other factors appropriate the product of the 
labourer to their own use. It may be noticed that 
the employer pays the wages of the marginal labourer 

Employer gets a to a11 the otll ? r labourers, and so i ix 
surplus on theory appropriates the excess of the 
.labourers above produce of the other labourers, and reaps 
-the marginal. a consumer’s surplus. But a moment's 
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consideration will show the mistake of this conclu- 
sion. The employer reaps a surplus not because the 
previous labourers laboured more than the marginal 
one. If the previous labourer is more productive it 
is due to the urgent need of the employer to keep his 
capital, if not all then at least a part, working somehow, 
otherwise the toil performed by the two labourers 
would be the same for equally efficient workers. If 
he had not got them he would have increased wages 
to attract them, for going without them meant a 
great loss to him on account of the non-adjustment 
of capital and labour. The case is in a way, like that 
of diminishing utility. If a hungry man is willing to 
pay Es. 5 /- for one loaf of bread, if he can somehow 
get it, that does not make Es. 6 /- the fair price of that 
loaf. The fair price will be found when there is 
neither so great an excess as to reduce the price be- 
low the cost of production, nor a scarcity to make 
the price go above the marginal utility, or where the 
marginal utility coincides with the cost of production. 
Yet the consumer reaps a surplus of utility, because 
the utility of the other instalments of the commodity 
to him personally is greater than this price. On the 
other hand the labourer himself reaps a surplus. He 
tries to charge the same rate of wages for the earlier 
periods of work when the disutility of work is not so 
great, as for the marginal period when the disutility 
« is the greatest. If the employer ex- 
reaps a surplus, ploits labour, labour may be said to ex- 
ploit the employer through this surplus. 
It is absurd, therefore, to talk of exploitation. It was 
true when under the system of free competition the 
labourer was at a disadvantage and he was over- 
worked, but now his position is fairly strong, and is 
becoming stronger every day. It is quite clear that 
a labourer working alone by the direct method does 
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■not produce as much, as lie produces when assisted by 
some instruments. It is true that instruments also 
were made by some labour, but it was not the labour 
of him who uses it now on loan, and so he should 
pay for the use of the product of another’s labour 
which enables him to produce more. Even if the 
Ownership of labourer owned the capital, the extra 
capital im- production due to the use of capital 

material. will be maintained, and this extra pro- 

ductivity will be the return of the capital cooperating 
in production. Interest is the whole or part of this 
return, and it will exist with any one who owns the 
capital. Thus it is clear that exploitation does not pro- 
duce interest, it may, at the worst, transfer the interest 
to persons who may not be entitled to it. Even in this 
sense it is not quite correct to call it exploitation as 
shown above. In any case theoretically we are con- 
cerned only with finding the return to capital, and 
that is interest. 

Another theory asserts that this labour of pro- 
H ducing the instruments was performed 

libour theory. h Y the capitalist. It may be that the 
actual instrument was made by some- 
body other than the present proprietor, but the 
present proprietor paid value for it in open market 
from the store of value he had accumulated by his 
own labour or the labour of his ancestors. The 
right of the ancestors to leave the store of value to 
him cannot be questioned if you allow to a labourer 
the right of disposal over the product of his labour. 
He may use it himself or may gift it away to another, 
or may leave it to his descendants. It is, therefore, 
the labour of the capitalist which stands embodied 
in capital, and the capitalist is entitled to its fruits 
as products of his labour. That it has the power to 
give products is clear from the fact of its increasing 
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the productivity of the labourer's work. The pro- 
ducts of the previous labour of the capitalist accumu- 
lated because he did not use them but postponed 
their use. A labourer may do extra hard work on 
certain days to prepare for a holiday, or even to 
provide for days when he may have no work. Or 
even with ordinary -work he may be making a little 
saving. Will it then mean that the savings so made 
should be paid into the government treasury ? If 
the savings are easily made without much discomfort 
that is no reason for relinquishing them. Moreover, 
they are easily made notv owing to the increase 
of capital, but when they were first begun, they 
were as hardly made as those of a labourer. It is 
a fact that many persons, who save, do save at a cost 
of immediate enjoyment. In every case the labour 
exerted in producing it originally is there. It is as 
if labour were stored, and so is entitled to earn as 
living labour is. Another way of putting the same 
, . thing is that the capitalist performs a 

theory. UUCtl0n special function in the advance and 
prosperity of society, and interest is a 
return for that service. This view brings into relief 
the social utility of capital. The service performed 
consists in working so as to produce more than 
absolutely necessary for the necessities of life, and 
saving the extra, sum for increasing capital, which 
helps to increase the production of society and leads 
to a general advance. If saving is useful to society 
then it should be encouraged by being made profit- 
able. 


The abstinence theory tries to justify interest fur- 
ther by showing that in this act of sav- 
time 1 ntnity and * n § ^ ere ma 7 be actual abstinence prac- 
theories. tfsed by the person who saves. When 


he suffered this discomfort at one time 
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why should he not reap the additional advantage' 
now? As a matter of fact most of the capital saved, 5 
however, does not necessarily involve abstinence. 
Such an argument is considered as a “grim jest 71 of 
the capitalist by the socialists. Still there is an 
element of truth in the. theory. There is 1 a cer- 
tain self denial, however, slight of the enjoy- 
ment of the present utilities for the sake of the fu- 
ture ones. But while these theories justify or attack 
the legitimacy of interest, they do not tell us the 
cause of the addition to the utilities effected in 
capital, which gives rise to interest. One theory 
which attempts to do so is the “ time utility theory.” 
Time has got value and so the lapse of time should 
leave its value in the commodity which remains in 
existence. It is this expectation, which induces a 
man to save. It is like time utility accumulating 
in the capital saved. The case is similar to that of 
a merchant who produces a greater . utility in .his 
goods by stocking and storing them. It is, however, 
evident that time by itself does not necessarily im- 
part value. In fact in cases it may even decrease 
it as in the case of perishable goods. It is the parti- 
cular use of a commodity in a period of time which 
produces additional utilities. Unused capital will 
vield no income. 


The Austrian economist Bohm-Bawerk explains 
the rise, of interest on psychological grounds in 
the “agio theory.” Man by nature ' 
o/interestf : prefers present goods of the same 

value to future goods. The present 
has a greater value than the future. If the 
future is to be made equal to the present in utility 
then it must promise an extra quantity of goods to 
make up the difference between the estimated values 
of the present and the 'future goods. This extra 
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quantity required to equalise the values is interest. 
The extra quantity will be different for different 
persons as it is a subjective estimation. It will b<> 
different for different societies. In educated and 
prudent communities a small inducement will en- 
courage savings, while in backward or poor commu- 
nities a high rate will be. necessary. This theory 
emphasises the supply side but is not sufficient by 
itself. 

A man goes to the mango garden but instead of 
plucking the fruits directly, he first cuts a bamboo 
and uses it for felling ripe mangoes. He has had to 
wait for some time and to put extra labour in 
cutting a bamboo before getting mangoes, but the 
result of this waiting and of the ingenuity of his 
labour is that now he has an instrument which enables 


him to get a large number of mangoes not only on 
that day but on other days also, and he will use the 
bamboo, the product of his labour, for the purpose 
for which it was intended as long as the bamboo 


The form of 
capital makes 
no difference. 


lasts. Whether capital is saved in the 
form of money or actual commodities 
it makes no difference. Suppose the 


mango-eater instead of cutting a bamboo 
himself purchases it from a bamboo-cutter.* The 


cutter did not cut it for felling mangoes, but for 
obtaining its price by its sale, and purchasing with 
that price his own necessaries. So the moment he gets 
the price of his products, his object is accomplished. 
He has not to put in any waiting. If he has waited 
for selling it because he did not get a good price 
before, then he has been rewarded by the good price 
now. But the purchaser, who spends his money, 
does put in waiting. He got that money by working 
just as if he had worked in cutting the bamboo. He 
waited and did not use that money for his eonsump- 
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tion just as lie would have w r aited in the case of 
bamboo-cutting before enjoying the fruits of his 
labour. All that money does, is to give a general 
command and choice over the different kinds of 
wealth, but the principles remain the same. 

The productivity theory lays stress upon the de- 
mand side. It notes the fact that round- 
thewTempLises aboafc methods of production are more 
the demand side, productive than direct ones. Labour 
working alone does not produce as much 
as when assisted by capital. There are two great 
objections against this form of the theory. "With pro- 
gressing civilization capital increases and also develops 
more productive forms than before, but although the 
productivity is great the interest falls. Secondly 
capital is not equally productive in different industries 
and so its interest should vary with the productivity 
in different uses, but in reality it tends to be equal. 
Still so far as the theory emphasises the productivity 
of the capital it is a useful one. Moreover, as we shall 
see shortly, the whole extra produce is not paid in the 
form of interest, but only a part is paid, and as this 
part, or the general rate, is determined by the condi- 
tions of demand and supply, the rate will be one in 
the money market and will be lower with the increase 
of the supply. 

The additional productivity induces the producer to 
T , . , search for a supply of capital and makes 

fhewhoie S e“tr» b ™- willing to pay something for the 
produce. use of that capital from the extra produc- 

tion which he makes with its assistance. 
The real return for capital would appear to be all that 
extra amount which it produces, as would be the case 
if the owner of the capital himself produced with its 
aid, but in lending it to another he must be content 
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In lending part w ith something less, otherwise the other 
Keborrowerfor P art J will^iot take the trouble, and res- 
lus taking the ponsibility of borrowing and working 
rls ^ s * the capital. And so part of the extra 

production will be retained by the borrower as a 
return for the borrower’s taking risks of using tin* 

When capitalist ca P ital and producing with its help. In 
Mmself produces the market interest is the name given 
Lis returns partly to the return which a creditor gets from 
for similar risks. p orrower f or the use of his capital. 

Even if the capitalist produced himself, part of the 
returns would be due to his undertaking the risks of 
that method of production. Take the case of our 
friend the mango-eater. When he engages in cutting 
a bamboo, he stands a risk of not getting a good 
bamboo, or the bamboo may break, or some other 
contingency may happen which may prevent him 
from carrying out his plan successfully. A storm 
may come and may make him fly home before he 
has cut a bamboo or plucked mangoes. In that case 
lie would have been better, if lie had plucked 
mangoes directly, but he took the risks and his. success 
will depend upon his calculating the chances for and 
against him, and for this ingenuity he will get an 
extra result. In the mangoes obtained he, therefore, 
gets a return for that ingenuity in overcoming the 
risks. The ingenuity remains even when he pur- 
chases the bamboo and .puts it to that particular 
work. The return for taking these risks is called 
profits, and it has to be deducted from the extra 
produce to find out the excess due to capital purely. 
This excess will be the return due to the work of 
capital and the capitalist would try to get the whole 
of this excess in -his rate of interest, while the borrow- 
er will try to give him as little of it as he can. 
The capitalist’s minimum will be the cost of waiting 
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requiml to produce tlie capital, and the borrower's 
maximum will be the productivity of capital. r 

The amount of interest will be determined by 
. the laws of demand and .supply as in 
theory^ the , case °^er commodities and of 

wages, and rent. The general theory 
of value will apply in this case also. On the supply 
side the extent of abstinence will be determined by 
the compensation or interest expected for it. 

Waiting or abstinence is a disutility, for it post- 
pones the enjoyment of utilities. The 
disutility increases as time of waiting 
increases for an equal amount ’ of 
wealth, for every body desires to enjoy 
his wealth as soon as possible. Some 
be in the position of having enough 
who can satisfy their wants and yet 
have plenty to save, but even they will try to see 
that their .wealth is not wasted and is increasing. 
They too have often to forego some desire to spend 
their wealth in some impulsive ways. Another 
characteristic is that this disutility increases with the 
amount of, wealth 'saved. The increase in the savings 
decreases the utility of saving further and increases 
its disutility. One feels a desire to stop saving when , 
he thinks that sufficient has been saved. He will 


Disutility of 
waiting 
increases with 
time, and amount 
of wealth saved. 

persons may 
and to spare, 


Margin of 
saving different 
for different 
persons. 


save till that amount is reached, the 


disutility of which is just compensated 
by the expected return. This will be 
the margin of -saving and the amount 
will be the marginal saving. This margin will be 
different for different persons, as the disutility of 
saving is likely to vary with temperament and wealth. 
Those, who have plenty , of things, will find it easy 
to save and the margin will be low for them, while 
those, who have not an excess of wealth, will not 
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save much if the interest is not sufficient to compen- 
sate them. Still some do save at tin* 

Srttho cost o£ § reat disu ! ili( y , because for 

different. them the future utility of the interest. 

which they are likely to get, is great. In 
fact the comparison is not between merely the 
money rates of interest, but the saver calculates the 
utilities he will get in future by abs- 
taining from consuming the present 
in terms of money, utilities. It is clear that for rich per- 
sons if the utility of interest is not so 
great, the disutility of the saving also is small, while 
for the poor if the disutility is great, the utility of 
the interest also is great. Both may be expressed 
in terms of the general measure money. There will, 
thus, he a supply schedule of the various amounts 
of capital that will be saved at the different rates of 
interest by the numerous savers. 

On the demand side capital is wanted for various 
kinds of production ;in each production 
Satiol it will be employed up to the point 
where its productivity just compensates 
for the cost of obtaining it. Here again the greater 
the amount of capital available the smaller will be 
its productivity till a point is reached beyond which 
it is not wanted. The capital used just above this 
point will be the marginal capital used. Every pro- 
ducer will have his margin of utilization for capital. 
This margin will be different for different branches 
of production just as the utility of a commodity for 
different purchasers is different. There will be a 
demand schedule of the various amounts of capital 
that can be taken by the borrowers at different rates. 
Those producers whose margin is lower than the 
prevailing interest will drop out. The prevailing 
rate will be determined at the point where the 
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Point- of 
equilibrium. 


largest- number of suppliers of capital 
and those who want it caa come toge- 
ther or at which the largest amount of 


capital can be utilized. It should be noted that 
capital can be increased much more easily than 
commodities or labour, which require a longer period 


of time for their production. 


Sometimes interest rises even though capital is 


Kinds of 
interest. 


not scarce. The reason is to be sought 
in some extraneous forces. Thus in 
war time interest rises not because 


capital is not to be found but partly because it is 
more in demand and partly because there is the 
insecurity of life, and so the capitalist charges some- 
thing for the risks he undertakes in lending. In 


Net interest. 


such cases it is not pure interest or net- 
interest. Net interest is that rate 


which is paid only for the use of capital. It is 
sometimes termed economic interest. This is the 


case with those borrowers who have a first class 


security. But in their case also the capitalist may 
charge something for his labour of management. Ho 
tries to secure the best securities for his investment,' 


and takes care that his interest and capital are 
returned at the proper time. The time for which 
the loan has to run should be convenient to the 


lender. It should be repayable on demand and 
should run for a fairly long period. If it runs for 
too long a period, the lender may not like his capital 
to be locked up so long. If the loan is to be repaid 
in a very short time, then he will have to reinvest it, 
and he may not he able to find a good investment 
immediately and his capital may remain idle. In sucli 
a case the lender may charge a higher rate to. 
compensate himself for the loss of the interest later. 
In case of such* loans running for in inconvenient terms 
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the lender may charge something for the extra 
labour. For all this he has to take some trouble 
and exercise some care. So the actual rate of inte- 


rest includes a charge also for the labour of manage- 
ment and an insurance charge for the risks of the 
business. The actual rate is composed of several 
items such as pure interest, wages of management, a 
charge for inconvenience,, and profits for the risks, and 
is called the gross interest. Eisks may 
interest. be c ^ lie either to the kind of business 

for which the loan is taken or may be 
due to the doubtful honesty of the borrower. The 
credit and resources of the borrowed form the security 
and have to be earefuily examined. It should be re- 
membered that we have been speaking of capital 
in*' general or fluid capital, which may be put to 
different uses. It is generally in the form of money. 
But it is only for the sake of convenience of expres- 
sion that we speak of it as capital, other- 
xenerai in w ^ se rea ^ ca pital and real interest 
consists of the commodities. The bor- 


Capital in 
general. 


rower borrows the commodities, he requires to help 
his production, and pays the commodities ,that can 
Hire of commodity be purchased with the money interest 
capital. < that he pays to the creditor. When 
capital is lent In kind or in the form of commodities, 
sUch as a machine, the hire will include besides 
net interest, the charge for management, and for the 
risks, a charge also for depreciation of the machine 
of commodity, for when the commodity is returned, 
it will not be in the same condition. This hire is 


the gross interest in this case. There may be some 
accidental considerations, which may increase the 
gross interest. When a person desires that the fact 
of his taking a loan may not be known, the interest 
is increased as if to include a return for keeping the 
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secret. The reason is that the necessity of "secrecy 
does not allow the borrower to go. to many capitalists. 
He can go only to a few whom he can take into 
confidence, and so his loan market is limited and 
isolated, and the interest will be determined by his 
demand compared with the supply of this limited 
market. If ' the need is great, he will pay a high 
interest, as for short periods in isolated markets the 
demand is the chief factor in determining value. 

The mobility of fluid capital is the greatest 
' . amongst all the factors of production, 
ca° ita?^ ; ° £ as ^ does pot suffer from the sentiments 

tc¥ 8 and associations like labour, and' is not 

immovable like land. In organisation also the orga- 
nisers being themselves living and conscious do not 
move quite so easily, but their ideas may be adopted 
elsewhere. This tkkes time, but capital moves easily 
wherefft can earn higher interest provided there is a 
security of investment and freedom of communication^. 
Net interest Therefore, the net rate of interest tends 

tends to be • to be equal in the long run in all places 

communications satisfying the above two conditions, 
and perfect There may be a difference in the actual 
security. ,, * or gross rate owing , to certain condi- 

tions such as risks or difficulties of management , or due 
to accidental circumstances of short periods, such as 
When the central; bank in a country raises the rate of 
discount and attracts capital from abroad. In practice 
■ !r 1 rrr ' ! - it is found that in spite of the great 
varies! ^ ' mobility 6f Capital as the actual invest^ 
.t 1 : ment of capital- means sending it out 
one’s control for a long time, and as different 
v states Have -separate governments with 
world market possibilities of war and peace, one does 


Actual rate , 
varies. 


toteapitaiand : not invest in other countries quite so 
^m^oditjes, , w iiii n giy, as iixi his own.- --Therefore^ 
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while the net rate tends to be equal } the gross rate 
may vary widely. Sometimes even the net rate 
may be different in different countries if capital is 
scarce in one and does not come in from the others. 


The case is different with commodities, for there 
the risks are dissolved the moment the price is 
received, which is done at once or does not take a 
long time, and the risks of a short time can be 
easily calculated. So the price in the world market 
for commodities tends more to be equal. 

The rate of interest, like prices, rises if the supply 
of capital decreases or the demand for 
Rise and ft increases. The supply may decrease 

interest. because the prevailing rate is not. suffi- 

cient to pay for the cost of saving or 
because other things, such as a disturbance or war, 
makes investors shy, and they hold back the stock of 
capital. The demand may actually increase on 
account of production being stimulated. 
thTSe. 0 ^ or it may appear to be greater because 

of a decrease in the supply or it may be 
increased for unproductive uses like war. In the 
last case there is no limit to the rise in theory, but 
in practice too great a rise may cause a crisis. 
Indeed a gross interest may be anything even in 
times of peace. In India the agriculturist often 
pays interest from 36 p. c f to 150 p. c. owing to his 
bad security. This is the reason why the Indian 
: ‘ryot” is so poor and indebted. Co-operative credit 
societies are being started to relieve himl The 
principle of joint responsibility solves the problem 
of security for the loan, and so a cultivator, can get 
funds at a much lower interest than the one he has 


to pay to the “sahukar.” 

Interest tends to rise with prices, bacause a rise 
of prices me-ans a fall in the value , of money and 
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so the interest in the form of money 
becomes less valuable than before. To 
make its value the same the money rate 
should be increased. Opposite will be the case when 
the prices fall. With rising prices new producers 
begin production and so the demand for capital 
increases raising the rate of interest. With falling 
prices demand for capital, and so its interest, will fall. 

Scarcity of capital and the rise of interest is 


Meaning of 
rise. 


generally expressed in terms of money, 
as money is the general measure, but 


in reality a scarcity of supply means a 
dearth of the instruments, or commodities required 
tor the processes of production, available, to the pro- 
ducers. In practice it happens, when the producers 
have not got the power to take possession of 
those commodities or instruments. This power 
0 . , would have been their readiness to give 

high though commodities m return for those they 


commodities require, if there were a system of 
are m plenty. barter, but in money exchange money 
is required for this purpose. So it may happen 
fl at although the quantity of commodities is large 
in a country, the rate may be high because money 
is going out of the country to pay for imports. 
This will be so for short periods. In long periods 
the quantity of production in a country will 
determine the amount of funds necessary to exchange 
it, and the funds will tend to be sufficient. So long as 
money has not adjusted itself to the work to be 


done, an increase in the quantity of goods will cause 
a scarcity of money, as more will be required for 
exchange, and a decrease in the quantity of goods 
will be like an increase of money and the rate of in- 
4erest will be effected by the quantity of money in 
relation to the work to be done. But* in the long period 
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the amount of funds will represent truly the quanti- 
ty of goods as money will have had time to increase 
or decrease as the case maj^ be. There- 
Capital f or © i n practice capital is taken to 

represented be represented by money ^ required 

by money. and available, and the rate of interest is 

determined by its shortage or excess. 

A high rate of interest indicates a shortage of 

Effects of a ,™ s leads to a fall of prices, 

.high rate. A tail or prices induces exports, and 

funds flow in both in payment for 
exports and for earning the high rate of interest' in 
•the form arbitrage, business. A high rate of 
Its advantages, Merest also increases savings, as the 
# ^margin of savings moves down, for a 
greater disutility of saving can now be compensated 
than before, and so capital increases. 

But at the same time a high rate does harm as 

Its disadvantages welL 14 ^courages production for two 
• reasons. Firstly because it makes it 

difficult to get capital on easy terms for production, 
and so its demand decreases just as a high price de- 
creases the demand for commodities. , r Secondly lower 
prices make production unprofitable, and so production 
is retarded till a demand for , exports springs up, 
existing stocks are cleared and the prices rise again, on 
Account oi the new demand. .By decreasing produc- 
tion a high rate of interest decreases the demand, for 
the other factors of production,’ and tends to, lower 
their return's on the principles of joint demand. : A 
third evil effect is the increase of the rate of profits 
if the rate of interest remains at a high figure for.a 
long time, for the rate of profits moves in sympathy 
with interest. If the rate increases, the,, organisers 
also consider themselves entitled to a , higher remune- 
ration and this further decreases the margin' ayailable 
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for the other factors, land and labour. 

Similarly a low rate of interest is caused by an 
increase in the supply of capital, or a 
fnteTest ° decrease in the demand for it, or by 
improved conditions of security and 
communications, so that it may move freely. We 
have seen that production from capital follows the 
law of increasing returns as man can improve its 
forms and organisation. Increasing returns imply 
that capital should increase indefinitely, lowering 
the rate of interest practically to zero, because the 
increase will be at a progressive rate. Moreover in a 
progressive society the investing habits are well deve- 
loped and a small interest is sufficient to induce 
savings. Therefore, both the increasing wealth and 
the increasing investments continually tend to lower 
the rate of interest. It is found in practice, however, 
Tendenc to there are intervals of low interest 

decrease of rates followed by those of high interest. If 
counteracted capital is capable of unlimited increase, 
mnts. reaSe ° £ human wants, the satisfaction of which 
provides work* for capital, have an un- 
limited variety, and that variety increases and 
changes with the whims and fancies of times, or with 
the advance in knowledge and information. 

The fall in the rate of interest indicates an excess 


Tendency to 
decrease of rates 
counteracted 
by increase of 
wants. 


„ of capital or money and leads to a rise 
Effects of a fall, £ • mi . 

o± prices. This stimulates production 

as the rise in prices makes- the production of goods 

more profitable than before. Besides, additional capital 

for increasing production can be had cheaply. It 

increases the demand for other factors of productions 

and there is a general advance in prosperity. At the 

same time it decreases profits. But a 'low rate also 

induces capital to go out of the countiy to earn a 

higher rate ’of interest elsewhere. The increase in 
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the internal prices creates a demand for imports from 
cheaper foreign markets and capital tends to flow out 
till there is a readjustment. But a readjustment at a 
lower figure is beneficial than at a higher figure. This 
happens when the excess of capital is not accidental 
owing to the ebb and flow of trade, but there is a real 
increase in the supply of capital. A low rate generally 
decreases savings as the margin of disutility moves up. 

Interest is attacked just as profits and rent are by 
those who hold that the whole produce 
£g£T* ° * s ^ ue to t ^ ie wor & labour. In the 
case of interest what makes it appear 
even more unconscionable is the fact that the capita- 
list generally sits at home, while he is earning inter- 
est. This is a kind of monopoly, and the drawing 
of an income without working for it, while the unnum- 
bered masses be toiling hard to get bare living, looks 
to be very bad and undesirable. There appears to 
be something rotten in the system which has made 
this possible. 

There is some justice in the above view. The 
The force of the P resen ^ organisation of society does give 
attack. ° 16 an undue power to the possession of 

wealth. A wealthy person commands 
everything in the world, while a poor one may ac- J 
tually starve. Even the administration of justice is 
easy and speedy for a rich man, and it may not be 
available at all for a poor one. Wealth hides all 
faults as charity used to do in days of 
n^essarywRh 11 °^* fhis is a defect of the particular 
private property, organisation, it does not prove interest 
to be unjustified. In any society where 
there is private property and accumulation of 
capital, there will be interest if that capital is used 
productively. Why in some cases interest is for- 
bidden, as in Islam, is due to the fact that in those 
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Tlie justice 
of capitalist 
not working. 


times loans were taken mostly for per- 
tn junction! sonal necessities, and it looked so un- 
neighbourly and cruel to make profit 
out of the needs of another. But when capital 
is used productively, and one increases the amount of 
interest now production with its help, a share of that 
derived from increase as interest may justly be taken, 
production. f 0 r thereby no advantage is taken of 
the neighbour’s needs, but he is rather helped to 
earn more than he used to do without the ' supply of 
that capital. On the part of the capitalist there has 
been the disutility of waiting. One waits only when 
one expects an advantage from it, and if that advan- 
tage 1 can be taken without doing injury 
of^ca^taiist an °ther, there is no reason, why 

not working. it should not be accepted. The capi- 
talist need not work now, for so far as 
capital is concerned, he has already worked. His 
labour and waiting have given a - peculiar quality to 
that capital and that is of yielding a recurring return. 
Using and If he also works with the capital and 

creating capital undertakes business risks then he will 
funcUons lStmCfc earn ^ n g profits in addition to his 
interest. The two functions of capi- 
talist and entrepreneur are different, and may pro- 
perly be separated as they are in modern society. 

Even as an idle capitalist he has not been use- 
..., less, but has performed a distinct ser- 

^ vice to the society. It is the increase 

of capital which has made huge works possible, has 
increased production and the comforts available to 
man. Great bridges, canals, railways, and ships have 
been built. Spare capital has enabled research in 
the sciences to be undertaken resulting in a greater 


Its- utility ’ 


mastery of man over nature. It is the patronage of 
the rich that has developed eivilizing arts like music 
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and painting. From a brute a man has emerged 
through the leisure and freedom from anxiety afford- 
ed by the possibility of storing capital and using it 
as a source of independent income. It is true that 
it has done many harms also, but it has made us at 
least capable of understanding that harm. If the 
choice were between a society like the present and a 
savage condition, there is little doubt which even the 
extreme socialist will choose. It does not mean, 
however, that no improvement is possible or desir- 
able. Improvement is possible, it must be made, and 
it is being continually made, for therein consists the 
advance of civilization, but this improvement does 
not mean the rejection of principles which have the 
force of truth behind them. It is private property 
which has made this advance possible. We cannot 
imagine what would have been the condition without 
it. So far no system has been successfully worked 
without private property, and with private property 
■will remain interest. What is necessary is a better 
education in civic duties, a more equitable distribu- 
tion of functions and advantages of social life, a 
turning away from the rush after wealth and a greater 
attention to the fact that wealth is after all a means, 
that the real object of economic activities is the in- 
crease of human welfare, and that those economic 
activities are socially harmful and scientifically mis- 
directed, which decrease the social welfare and in- 
crease the misery of .the labouring population. We 
should always remember that if the labourer is a 
producer he is also the person for whom production 
is undertaken. Indeed by paying him insufficiently 
we decrease his purchasing power and place a limita- 
tion to the increase of production itself. Such a 
policy is really a short-sighted -one. Adequate wages 
may be not only just but even advisable. 



CHAPTER XXVIII. 


Entrepreneur. 


Not the 
capitalist. 


PROFITS. 

Tlie functions of an entrepreneur are different 
from those of the capitalist. The 
capitalist provides one of the factors 
of production, while the entrepreneur adjusts the 
various factors of production into one whole scheme 
so as to produce most with the minimum cost. He 
uses the capital which the capitalist provides. If 
he is supplying his own capital, he is 
performing two functions, and he is 
entitled to charge for his interest in 
addition to the profits that he may take. But 
he should not be confused with a manager. A 
Nor tlie manager takes no responsibility; he 

manager. only tries to keep production properly 

going on ; whether the ultimate result 
is a loss or a gain, it is not so much his concern. 
Many persons like to take service as managers under 
others rather than bear the constant strain and anxiety 
of their own work. This anxiety and botheration 
show that the entrepreneur’s work is something 
different from that of the capitalist and the manager. 

His work is to initiate production, 
whether in an altogether new line or 
an extension of an old one, and to 
carry it out so well as to make it 
profitable. If it is unsuccessful, he 
loses the capital and his labour, and it cripples his 
power for the future as well. The personal responsi- 
bility brings all his powers into play. He takes the 
risks of success and failure, and tries to provide 
against them by making as good an adjustment of 


His function 
is to initiate 
and carry 
to success. 
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land, labour, and capital in a production, 
landTlabmir as * s possible. If this adjustment is 

and capital. not good, if there is a wastage any- 

where then to that extent he will 
suffer ; his costs of production will be increased 
and the market for his commodities will be reduced. 


It is his success in this organisation that decides 
whether he is going to be successful or not. If he 
is successful the costs are decreased, his goods 
sell very well and he gets a good return. If there is 
a new machinery invented, it calls for a readjustment 
of the factors of production, for now smaller 
labour and more costly machinery will do better 
work. The entrepreneur keeps an eye on all possibi- 
lities of economy. "What is necessary is not mere 
production but also the disposal of production, and 
for this purpose he adjusts production to the demand. 

If the demand is great, he increases 
^production production. He creates new demands 
and demand. by advertisement and show-rooms so as 
to make a market for his produce. All 
this means efficient organisation. If he is success- 
ful, he gets a return which includes a share for his 
labour as an organiser. An organiser may have mana- 
gers under him to look after the details of the 
work, but how these managers are to work will be 
laid down by the entrepreneur who is ultimately 
„ , the only person responsible. Conse- 

of profits. quently the rate of profits includes an 

element of return for this work, and a 
rate by way of a percentage on the capital invested to 
compensate for the risks of the business which he has 
undertaken. The reason, why profits 
tageof capital are ©^pressed as a percentage of the 
capital invested, is that the risks he 
incurs are in respect of that capital. And so the 
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amount of profit that will call forth his energies, 
make him calculate the chances, undertake the res- 
ponsibility of risks, and devise ways to minimise 
those risks, should tell him how much on that capital 
he is likely to gain if he attains success in his 
enterprise. 


The total amount that remains to an entrepreneur 
after paying his out of pocket expenses 
Gross profits. ^ his income and is called gross profits. 

Besides net profits it also includes the wages of his 
labour performed in the business, the rent of his 
land, and the interest on his capital, if any. Net profits 
are the returns due to the performance 
Net profits, 0 £ the one function, the undertaking of 
the enterprise. But these net profits are not pure profits. 
They consist of two elements. One of pure profits and 
the other of a surplus like rent. The 
Pure profits. p Ure profits consist of a kind of insur- 
ance charge for the risks undertaken. Over and 
above these there are various surpluses in the nature 
of rent caused by the actual short period market 
conditions. There may be a rent of conjuncture 
due to special circumstances like aware, a personal 
rent of ability due to able entrepreneurs reducing the 
costs and reaping a surplus over the incapable ones, or 
due to the accidents of the situation. These surpluses, 
over and above the pure profits, are 
urplus profits, a £ g0 termed surplus profits. 


One theory of profits is, that profits are the 
residue left from the price realised’ 
HesIauftlSr^" from the sale of goods after allowing 
y ‘ for rent, wages, and interest. Profits 
themselves are split up into a charge for labour of 
organising and a special high rate of interest, to 
compensate for the risks, this interest is taken at 



418 


ELE ME NTS OF ECONOMIC PRINCIPLES 


a liigli figure because interest in tlie form of profits 
* is not so certain and regular, and to compensate f or 
tlie irregularity and uncertainty it lias to be large. 
But this view confuses profits and interest which 
are in reality different. Interest is the return for capi- 
tal and profits are for the risks and organisation. We 
have seen that capital and organisation are two dis- 
tinct factors of production and have distinct returns. 
It is true that profits are made up of what is left 
after allowing for rent, interest, and wages. The 
residue varies with the conditions of the market 7 
as it should, because it is a return for the risks, 
which risks are great or small under different con- 
ditions. Profits are a kind of changing surplus due 
to the changing conditions of the 
a clanging market. Theoretically there should be 

quasi rent. no profits m the long run as any excess 

will be cut down by competition. In 
this form profits become merely another name for 
quasi rents or the short period surpluses in prices 
obtained by the producers. But it is not quite accu- 
rate to say that under free competition there will 
be no residue or no profits, and that any thing more 
than the wages of organising and interest would be 
cut down by competition and ultimately the price 
will be equal to the cost of production, which 
includes only wages, interest and rent. For in that 
case an entrepreneur will have no function and 
will have no inducement to undertake the risk of 
loss and would rather take service under another as 
a manager. It has been seen, that the labour of 
organising is different from the anxiety and trouble 
of responsibility for risks, and wheresoever these 
risks are present there are profits. It was also seen 
that in gross interest itself an element of profits 
enters. Profits, therefore, are a distinct return for 
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risks and form tlie residue left after allowing for 
wages, interest and rent. If tlie entrepreneur enters 
his own wages as a separate item in the account 
then the residue is a pure short-period return for 
risks of organising, and if he does not then it 
includes also an element of wages. 

An American economist, Prof. Walker formulated 
a theory of profits on the analogy of 
economic rent. Just as there are lands 
of various degrees of fertility so there 
are entrepreneurs of different capacities. Some entre- 
preneurs are able to put up an efficient organisation 
while others are not able to make a very economical 
adjustment of land, labour and capital. The costs 
of production of the latter are greater than those of 
the former. If the demand for the products is 
sufficiently high to compensate the higher costs of 
the latter, the former will reap a surplus like that 
of rent. While rent is due to the natural qualities 
of land, this surplus will be due to the possession of 
superior abilities of organisation. As there is no- 
rent land, there will also be a marginal no-profit 
entrepreneur, whose other costs are just compensated 
by the market price. Such a surplus may be obtained 
not only because of superior ability, but may some- 
times be due, at least in part, to accidental circums- 
tances e . g ., an industry started in a progressive and 
industrial country, because the entrepreneur chances 
to be living there, will have greater chances of 
success and will yield a higher surplus than an in- 
dustry started in a backward country. Such a sur- 
plus may be compared with situation rent. 

But it should be remembered, a no-profit entre- 
Xo-profit entre- preneur will not continue in production, 
preneur will go If he gets merely his out of pocket 
out! " expenses and his own wages then why 
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should he take the responsibility o£ the business 
upon his shoulders. He may do better by seeking 
service elsewhere and escape the constant anxiety 
connected with one's own business. It is true that 
if he entered the business by mistake and invested 
a large amount of fixed capital, which can not be 
changed- easily to other uses, then he may continue 
in the industry if he can realise even the interests, 
rent and wages. But he is not likely to continue in 
this precarious position indefinitely. In fact a pro- 
ducer may continue to produce even at a loss for 
sometime, . but ultimately he must leave the business 
if the loss continues. One will remain in a produc- 
tion only so long as he is able to get at least some 
returns, which he considers minimum, over and above 
his mere wages, for his taking up the risks. A return 
over and above this minimum return 
Personal rent. re alised by the capable entrepreneurs 

will be in the nature of a personal rent created by 
the market conditions. In the case of land a no-rent 
land may continue in cultivation, because it yields 
besides interest and wages, also a rate of profits for 
the risks of the business, but it yields no rent. 
Even then its cultivation remains profitable. While 
this personal rent will not enter price ? the minimum 
rate, of profits will tend ’to enter the calculation of 
costs and will affect price in the long period. In the 
. modern form of the theory it is recog- 

The modern form n , • • , ° . . 

of the theory. nised that a minimum rate enters price 

and the rate of actual profits varies 

according to the .ability of entrepreneurs yielding a 

surplus like that of rent. 

- These profits, form the extra production due to 
the element of organisation. We have 
forma from already seen that efficient organisation 

-extra production, acids to, the productivity of the other 
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Profits vary 
with market 
conditions in 
short period*. 


factors and this extra production is the return to the 
enterprise and skill of the employer. In short 
periods profits do not affect prices very 
much. They form the residue left from 
price after allowing for other costs and 
include certain short period surpluses 
of the nature of rent. They measure the success or 
failure of the entrepreneur’s organisation and so 
naturally come after his work is done and the goods 
are sold. They vary with market conditions. They 
may be nil or they may be very large. But at the 
same time it is true that a normal rate of pure profits 
„ , , „ tends to be established in the Ions: 

General rate of . o 

normal profits period. The normal rate will be the 
minimum rate which an entrepreneur 
should expect to get from his business. He under- 
takes the risks of losing it or of gaining more, but if 
he cannot even expect to get that rate 
WiH tend to enter then he will not enter the business at 

price m long ,, *n , ,. 

periods. all. This rate he will try to realise m 

the long run and will include in his 
costs of production. He may be able to realise it by 
being able to sell at a price in which he gets his pro- 
fits also, or he may not be able to do 
But win bear g0 an d j ie ma y have to sell at a lower 

of low prices, price as is done m slack times. The 

profits will be the first element to bear 
the effect of the fall in prices, for this possibility is 
m , the one which constitutes the risks. But 
general rate. his normal minimum price will include 
his minimum rate of profits. This mini- 
mum will tend to be a general rate for all producers, 
for if larger profits are obtained in an industry the 
competition of new producers will bring the profits 
down again. On the other hand if the profits are 
smaller than this rate, some producers will leave the 
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business till tlie scarcity of goods raises the prices and 
the profits again. It may be that a huge amount of 
fixed capital is invested in a work, which is not easy 
to change and so one may continue that production 
at a lower rate of profits rather than give up the 
whole capital altogether. But if he does not go out 
he will curtail his production, and new entrepreneurs 
will not take to that business. The supply of its 
commodities will decrease and the demand will again 
tend to make the production profitable by increasing 


the prices, 
permanent, 

Demand and 
supply. 


But if the decrease in the demand is 
then the adjustment of prices will be at 
a lower figure and the profits of that 
business will remain below the normal 
or may even disappear, and ultimately 


such a producer will leave that line. This normal rate is 
found by the ordinary laws of demand and supply work- 
ing here as well. In taking risks the entrepreneur has 
to make up his mind. The mind is easily made where 
profits are large and risks are small. A business 
may be so certain that one may undertake it even for 
very small profits but there will be increasing diffi- 
culty in making up the mind with a decrease in profits 
or an increase in risks till a point is 
Margin of risks reached beyond which the entrepreneur 
profits. will not go, where the risks are just 

compensated by the profits expected. 
This -will be his margin of risks and the profits will 
be his marginal profits. If the risks are great, he 
will not be induced to take up the work, if the risks 


are small, he will take to it easily. Different entre- 


preneurs will estimate the risks differently. This is 
on the side of the supply of entrepreneurs. A supply 
schedule of entrepreneurs can be framed showing the 
number of entrepreneurs available at the various 


rates of profits for an industry. As the profits de- 
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crease the supply will decrease. 

On the demand side the profits that are yielded by 
the various industries or productions 
.ueaiAuu, axuo, -will constitute the demand prices. In 

the same industry in the beginning the profits will 
be large but as producers in it increase, 
Margin of the p ro ££ s decrease till they just 

profitT. 1011 aU compensate for the risks. This will be 
* at the margin of production. As the 
risks in different industries will be different, the mar- 
ginal profits, that will just compensate those risks, 
will be different. For each industry a demand 
schedule can be framed showing the number of entre- 
preneurs who can be accommodated in that industry 
at various rates of profits. As the rate decreases, the 
number demanded or accommodated will increase. 
Thus the two forces will interact, and between the 
two schedules there will be a point of equation at 
which the largest number of entrepreneurs find scope 
of for work. The competition between rival 
equilibrium. producers will tend to reduce profits 
in the more profitable concerns to the 
general rate profits. In the long run this general rate 
tends to coincide with the marginal profits. "Where 
they are more new entrepreneurs will enter, and where 
they are less old entrepreneurs will leave work. And 
so this marginal rate will tend to be 
included inlets, established, and these marginal profits 
will be included in the costs of produc- 
tion. If they are realised, the risks have been over- 
come, if they are not then the risks have been too 
„ . . „ great for the entrepreneur. While the 

profits. normal price ot commodity tends to be 

at a fixed point in the long run the 
actual rate is never at that point, but varies constant- 
ly under short period influenced. Similarly although 
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the marginal rate will tend to be fixed the actual rate 
as determined by the residue will vary. The marginal 
rate in different industries will vary with risks. 
Greater risks will be undertaken only if larger profits 
are expected. This is similar to there being a general 
rate o£ wages for each grade or kind of labour. 

The theory of the exploitation of labour has been 
discussed so often that it is superfluous 

exploitation of en ^ er ^ * n detail again. It is 
labour. perfectly clear that if land and capital 

increase the productivity of labour, orga- 
nisation increases the productivity of all the factors 
of production by their proper adjustment to each 
other. Any defect in such adjustment immediately 
proves the value of organisation by decreasing pro- 
duction. # The organisation is the result of somebody’s 
care and anxiety, who had undertaken the risks. 
If a return is given to him from the increased pro- 
duction it is not exploitation of labour. Indeed his 
work increases production and ultimately increases 
both wages and interest themselves partly because he 
cheapens prices and partly because there is an actual 
increase in the wages and interest because of 
increase in the demand for labour and capital. An 
unequal labour contract may cause exploitation, and 
the remedy is an equal contract. But the accidents 


of the contract cannot vary the scientific principle 
underlying profits. Indeed profits are even more 


defensible than interest and rent for here the entre- 


preneur is actually working himself. He is anxious, 
moving, and organising as nobody else is, and so his 
right is quite apparent. 

Moreover, it should be remembered that profits are 
obtained as a residue from the prices and are not 
a deduction from wages. In some cases they may be 
nil and yet the wages are paid, which shows that 
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Joint stock 
companies. 


there was no margin in wages which could have 
been deducted to make the profits. Further as in 
the case of interest the ownership of profits by parti- 
cular persons does not affect the theory. 
return 5111 ecoaomic They are a return for a function perfor- 
med and would be present even if the 
labourers themselves acted as the entrepreneurs. 

The example of joint stock companies is cited 
as showing that an entrepreneur is not 
really essential for production and his 
earnings are a useless drain tipon socie- 
ty. But in reality even a joint stock company 
requires a person who forms the idea of a company 
and promotes it. As he has not sufficient capital 
himself he has to borrow it or get it subscribed. 
What he does is to divide the risks he undertakes 
into many persons so as to divest himself of the res- 
ponsibility for the capital invested, 
entrepreneur The shareholders agree with him and 
divided, subscribe the capital. In this case the 

functions of an entrepreneur are divi- 
ded. The shareholders take the risks. They entrust 
the organisation to the managing agents. The manag- 
ing agents often charge a salary for management 
and a percentage for showing profits or carrying the 
work to success by organising it efficiently. Direc- 
tors, who are themselves shareholders, are appointed 
'to see that the managing agents are doing their 
work properly, that the risks are not being increased, 
but are being minimised. So the entrepreneur is not 
eliminated, but his work is divided into many parts 
entrusted to different persons. In this division the 
personal interest of the promotor is not so great as it 
would have been if he had himself started his own 
business. And so he is a] so a little careless in calcula- 
ting the risks and forming the scheme. The working of 
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joint stock companies is not so economical and efficient 
as of an entrepreneur, the opportunities of swindling 
are great, and the risks of failure and of losing 
money are many. Still such companies have become 
so popular for two reasons. One is that they enable 

Wh - *oint stock wor k s to be undertaken which a 

companies are so single entrepreneur could not have 
popular. done. The other is that they make 

it possible even for the small capitalist 
to engage in business and experience the excitement 
of running risks and of losing money or earning 
dividends without themselves engaging in the work. 

Like interest profits also tend to fall with the 
Profits tend economic progress of society. Better 
to fan like means of information, communications 
interest yith and methods of production decrease 
economic progress. £[ ie 0 f business, while greater 

educational facilities and efficient training increase 
the supply of organising ability. All these tend to 
lower profits. But as in the case of interest this 
tendency is often counteracted by the appearance of 
new wants and new industries which increase the 
demand for entrepreneurs. 

The analysis of profits now makes it easy to 
compare them with rent. Like rent 
the actual profits are a residue, and 
compared. depend upon the market conditions and 
prices. But the rate of profits is more 
amenable to the control of man than rent is, because 
unlike land the supply of enterprise is a variable 
quantity. Therefore in reality only the surplus profits 
are in the nature of rent, and these also are short 
period or accidental surpluses depending upon market 
conditions. They may be cut down by the competi- 
tion of a new supply of entrepreneurs. Further 
unlike rent there is an element of pure profits, which 
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influence the determination of the prices in the 
market by entering into the seller’s minimum. It 
forms a part of the secondary costs, and must be 
obtained in the long period price. But no part of 
rent really influences price. Even contract rent, 
though itself determined by the demand and supply 
in the land market, is a part of the residue or econo- 
mic rent. The surplus profits are only a species of 
a genus which includes rent, and rent elements in 
other incomes, even in wages and interest. In this 
respect therefore, profits are’like other shares, wages 
and interest. But they do resemble rent in being a 
residue left from the price in actual practice with 
reference to short period prices. 



CHAPTER XXIX, 

System of Distribution. 

Much of what has been written about the justifi- 
cation or otherwise of the various kinds of income 
is not so much a question of economics as of a positive 
science, for as such it only notes the working of the 
laws without pronouncing any judgment. But the 
study of science is for practical purpose and the 
discussion of the bearings of scientific principles on 
matters of every day life cannot be altogether avoid- 
ed, nor is it very desirable to do so. But when we 
do discuss practical questions, we must always be 
clear about what we are doing. One of the most 
important questions agitating the society is the indus- 
trial organisation of the present day society and its 
improvements, and the matter is discussed on the 
basis of economic theories. This difficult, problem is 
due to the emergence of the wage system as we have. 
We have had occasion to refer to the evil economic 
effects of the present day industrial system, and it 
will be instructive to study in brief the other systems 
that have been proposed to be substituted for the 
existing one. 

The present individualistic system giving the 
greatest possible freedom to the indi- 
vidual in shaping his life and work 
takes its stand upon natural laws. It 
finds that there are laws embedded in 
the nature of things. Actions take 
place not haphazardly but in conformity with natural 
laws as determined by the inherent nature of things, 
and these laws being naturally fit for their subjects 
would keep everything in order, if only man does 
not interfere. They, therefore, advocate complete 

428 


Individualistic 
system — 
characteristics 
and natural 
laws. 
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freedom of competition without any interference hy 
man or state, and then all economic forces will find 
their level. The laws of demand, supply, and value 
will determine the value of goods, land, capital and 
labour, and will keep these values properly adjusted. 

Another characteristic of present day society is 
the institution of private property 

inheri- 


Private 
property 
and inherit- 
ance. 


carrying with it the right of 
tance. Whether right or wrong it 
has developed through a long course 


of evolution. Man has been instinctively led to it, 
and it is difficult to conceive what kind of society it 
would have been if this institution had not existed. 
The advantages of this system are not negligible. 

Indeed it is this system, which has 
Its advantages, ma( j e S11 ch a huge increase of wealth 

possible, and it is a common defect of all socialistic 
systems proposed that they decrease the incentive to 
production'. The increase of production 
production, has benefitted all classes of society. 

Even the street beggar no more lives 
the life of a savage. It has increased man’s power 
. . over nature and has made us what we 

hiitiatfvel 1 are. Another great advantage is that 
in this system man is the master of his 
own destiny. His initiative to work and improve is 
fully retained. Indeed the progress and increase of 
prosperity, that we observe, is directly due to this 
initiative. As he can retain and pass on to his des- 
cendants whatever he earns, there is the greatest 
inducement for him to put forth his utmost power 
to produce goods without being compelled by an- 
other. He will resent compulsion even though it 
makes him more productive. In fact, 
however, the compulsion of his own 
interest is the most compelling that 


The most com- 
pelliug motive 
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could be devised. And tins compulsion is licitlici a 
devised one. nor one imposed upon him from outride. 

but is uiie wliicli springs from inside 
Progress of arts r . rulll p ie J bv his OWE desires and feel- 
mgs. ±Le is left free to develop aim ius 
innermost beina* finds abundant expression in the most 
sublime art- and thought. Any societ} T could well be 
proud of such an achievement. 

Bui while this cannot be gainsaid, it cannot also 
be denied that there are some very 
Se^ulyk la u& serious defects in the present system, 

tendencies. Economic laws are not immutable Jaws 

of physical nature nor the obligatory 
rules of civil law, but they are tendencies which may 
be counteracted and changed by other tendencies, 
and one* has to be very careful in making general 
conclusions based on one class of forces only. Thus 
although free competition may be very good in 
teaching a person to take care of his own interests 
but if some disability prevents him from doing so 
the essential condition of free competition, that the 
competing parties be not restrained or should not he 
able to impose on one another but may be oil equal 
footing, is broken and so its working 
patent! 3 aie may have to be qualified. It is idle to 
say that the conditions will correct 
themselves if left alone, when we actually sec the 
harmful effects of this insistence upon one sided prin- 
ciples. It is the present industrial system which 
has led to class conflicts by creating 
' abS con 1C s * classes with clashing interests like those 
of debtors and creditors, masters and servants, em- 
ployers and labourers. The solidarity of society is broken. 

Ill-feeling and struggle exists every 
weXreLits in. where. And it is quite natural, for 
staggering is the inequality in wealth. 


upon 111m from outride. 


Progress of arts 
and civilization. 
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If a rich man suffers from headache, the civil surgeon 
will be called and Es. 16/- paid as his fee, but a poor 
street beggar might be suffering from pneumonia in 
the open place without as much as a sheet to cover 
him. Numerous, nay millions of persons in India 
find it difficult to have full meals while huge amounts 
of national wealth might be being wasted in feasts 
and dinners just to satisfy the rich man’s 
Inequalities of ydiims, and yet the rich man will com- 

opportunities ^ » q£ ^fo^y of Mg f undg . 

Avenues of advance are closed to the poor man. The 
rich man can become leaders of society, of industry, 
of anything, simply because of the accident of their 
birth while inventive genius may die of 
idU-ue^. hunger. And these advantages and 

privileges are enjoyed without doing anything, while 
those who produce the necessaries of life for the 
consumption of these rich classes are themselves 
starving and are working their life out day in and 
day out. If on one side this system 
aupensm, created idleness, on the other it has 

created pauperism. And who will say that there is no 
truth in this picture. 

This state of things has been produced by the 
uncompromising insistence upon wealth and free com- 
petition to the exclusion of man and his welfare by 
the old classical school of economists. But the 


modern conceptions are changing and the propriety 
of regulating competition is recognised. But though 
wealth may not be the sole aim of our activities yet 
its importance cannot be over-rated and any system 
proposed to be substituted for the present one should 
not forget that the production of wealth is necessary 
for the welfare of man and its production should be 
kept as high as possible without sacrificing the other 
elements of human comfort. 
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Socialistic 

svstem*. 


tlie details of tlieir recommendations there is a 
rom the full recognition of private 


Utopian 

socialists.'" 


Ill opposition to the present are the socialistic 
systems of distribution. Their general 
aim is to produce a social organisation 
■with a more equal distribution of wealth 
and free from the inequalities of the present one. But 
hi 

wide di tfereiiee 
property and inheritance to the abolition of all pro 
nerty and even of all social institutions and govern- 
ment. A detailed account of all is not possible here, 
but a brief account of the chief doctrines of the 
main systems can usefully be studied. 

This type has been in existence since very early 
times, and the fojm of an ideal society 
is a favourite theme of speculation, 
Plato planned an idle society in ancient 
days, and Sir Thomas More and others also have 
given a complete account of what a perfect society 
should be. Their schemes, however, are no more 
considered important. The new school calls itself 
Scientific Socialists as opposed to the Utopians. 
They point out the defects of the present society, 
hut do not venture to suggest what 
future society is likely to be. They 
accept the affieaev of scientific laws, ami 
assert that the future society, whatever it lie. will 
emerge from the present one in the na- 
tural course of events, and in that society 
the present evils will not be present : 
there will be more equal distribution of 
wealth and some kind of collective 
ownership. The signs of this are already apparent. 

The development, of large scale production, trusts, 
joint stock companies are preparing 
conditions, when it will be. easy to 
transfer control from the individual 


Scientific 

socialists. 


Future 
society not 
defined but to 
emerge from the 
present one. 
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capitalists to the state and ultimately to the workers 
without imterferring with production, and then the 
produce of the labourer will go to the labourer, it 
will not be divided into rents, interest, and profits. 
The increasing hand of the state industrial affairs also 
is a development in the same direction. They wel- 
come the state’s taking part in production, like pro- 
moting industries and providing coil- 
fnter vcntiou veniences to the whole community as 
welcomed water supply, electricity and under- 

temporarily. taking the working of communications 

by railways and telegraphs, as it accustoms the state 
to controlling big industrial enterprises, distinct from 
its political functions. But they welcome it only as 
a transition for ultimately the present state organised 
by the capitalist classes must give way to that of the 
proletariat. State intervention is only 
to complete 11 a Cleans and so for the change a revo- 
ke change. lution may occur to finally bring in 
the kingdom of Grod upon earth. The 
revolution will not be externally imposed but will 
follow in accordance with natural laws of evolution 
itself. It will be a mere completion of the evolution 
preparing all the time. 

State socialists admit that the free competition 
cry is indefensible and assert that the 
welfare of the community is of para- 
mount importance. To secure this the 
state should extend its activities. It is true that the 
present day organisation of a state was designed for 
political purposes, but experience and evolution will 
fit it for industrial ones also. This school has been 
of much practical benefit in having established insti- 
tutions of social benefit, in . enabling various laws 
for the protection of labour being passed, in induc- 


State 

socialists. 
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ing the state to take up industrial 'work of great 
social utility and welfare. It is undoubtedly making 
it oa>y to pass the control of such undertakings to 
tke proletariat if such a government comes into power. 
But they recognise both private property and inheri- 
tance. and propose a Letter distribution by providing 
the poor with tin* amenities of life, and other advan- 
tages like insurance for old age at the cost of the 
rich tax nayer. 


Another class of socialists that recognise private 
Ch’Ltfan property are the Christian socialists, 

socialists. This name was abandoned, however, 

only after a few years of its use as the 
school is realty a school of co-operation and not of 
socialism. It recommends a return to rural life, 
and recommends co-operation as the way to cure the 
industrial ills of today, otherwise it maintains the 
present institutions. 


Saint Simouism does not abolish private property 
Saint but rejects inheritance. All professions 

Simouism. and trades v ould be m the gift of the 
state which will appoint in every indi- 
vidual case successors to take the place of old 
workers and such workers would be remunerated by 
the state. No one will he allowed to inherit, but 
must work to earn his living, the state being the 
general legatee. There will be inequality of wealth 
but not idleness, and the inequality also will be 
according to merit, for the state will appoint only 
the fit person to the work. It imposes a tremendous 
work upon the state and presupposes an infallibility 
and moral goodness in a government which is not 
easy to find. The powerful magnates are very likely 
t.o get inheritance also re-established in course of 
time. 

' Th er e is the thorough going socialism of the com- 
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munistic school. It would abolish all 
property and inheritance. All should 
live in groups like families, and produce in common 
and share th,e goods according to their wants. Some 
have even gone to the length of proposing the aboli- 
tion of marriage. To the objection that there is no 
incentive to production when all can satisfy their 
wants, it is replied that we find it difficult to imagine 
the altruistic motives that will impel the workers in 
such an organisation because we ourselves have been 
accustomed to selfish ones. There will be strict dis- 
cipline and the force of public opinion in the com- 
mune will be such that none will take more than his 
share, and none will be idle. But most of the at- 
tempts to found such societies have ended in failure. 
It is sometimes thought that the principle of com- 
munism is even now applied by the state to those 
services in which it is difficult to measure the individual 
benefit, or the price of the individual benefit is too 
great to be paid by the individuals and so the services 
cannot be run by private producers. Such are the 
cases of defence, education, 'sanitation. The whole 
society is responsible for them and they are supported 
from the general taxes. But here the workers do not 
take according to their wants and private property 
is not abolished. 


Collectivism does not propose to do away with 
. . private property or inheritance alto- 

wua.n 'iba,. gether, but recommends their abolition 

in the case of the factors of production, land and 
capital. Therefore, there will not be any person with 
independent income. One who inherits, will inherit 
only consumable wealth, and may use that wealth so 
long as it lasts, but he will not be able to employ it 
in production. So there will be no class of capitalists 
and labourers, creditors and debtors. The means of 






production will be owned by the proletariat state and 
will \ e managed ilirongh the trade unions or directly 
by tlie Mute. Ea-'li ]>erson will receive a reward 
according To his wurk or labour. But x\v< theory of 
value take? no account of utility and the scarcity of 
, _ things. The labour exchanges 7 started 

*\chau£63. by Eoberr Owen in England broke 

down, the labour measure of value 
i ailed in practice. Scarce commodities will always- 
have a gieat value even though they contain 
mi all labour. In state management the incentive of 
private gain is absent and so the work is not so 
economically done as it is under the direction of an 
entrepreneur. Another great objection is that in such 
socitie^ jdiere will be none to save capital for increas- 
ing production, for the whole produce will be paid to 
labour. Collectivism, however, points to the modern 
collective methods of production as an indication of 
the coming age. Public utility services like railways 7 
postal and telegraph services, electrioitic supply, 
water supply and in such other cases there is found 
often the collective organisation of the state. It may 
also be desirable in the case of mines where there 
may be a danger of the national resources being 
frittered away by reckless private enterprise. But in 
the case of ordinary manufacture where there is no 
monopoly and risks are great, official management is 
likely to suffer from the dilatory formalism.. 

Guild socialists propose that all production should 
„ be under the direction of guilds of pro- 

Guild sociansm, - i ,i l i i 

ducers engaged m it, while they should 
be owned by the state. State will represent the con- 
sumers whose interests will thus be safe guarded. 
The guild committees will ensure efficient production 
while the labourer will be assured a u continuous 
wage” which he will get in sickness and employment. 
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Increased resources for this purpose will be available 
as the other shares of distribution will be eliminated. 
But such monopolistic production will decrease de- 
mand for labour. 

Syndicalists advocate the transfer of the control of 
these collective organisations to the 
Syndicalism. proletariat by direct action. It does. 

not want to wait for the so-called natural evolution 


till all forms of production become collective and 
centralised. Some of them may never be so, like the 
agricultural industry, whose development into a cen- 
tralised large-scale industry, is limited by the law of 
diminishing returns. A popular method of direct 
action is a general strike in all trades, or forcible 
seizure at an opportune moment. Such attempts, 
were made in Italy and led to the formation of the 
Fascist’s party, which professes to look to the welfare, 
of the nation as a whole, and the movement in Italy 
of seizing factories collapsed. 

Of other systems which are not socialistic but pro- 
pose a cure for the evil of modern 
otter systems, industrial life, cooperation and profit- 

sharing have already been discussed. There is an- 
other system which is ultra-individualistic but aboli- 


Anarchism or 
nihilism. 


shes all present institutions, indeed 
even the society itself. It is called 
anarchism or nihilism. It considers 


all regulations as evil and believes that if left to him- 
self, man will live better, more peacefully and happily 
in a state of nature, than he does now. But the- 
wonder is, why we left that state at all and became 
man from a savage. 

A common difficulty of all socialistic reforfiis of 
the social organisations is that they can 
uternationa . success f u 2y worked only when gene- 

rally adopted by all the countries of the world. For 
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each one of them does mean a decrease of production 
in spite of the protestations of its advocates to the 
•contrary. A decrease in productive capacity may 
place a country at a disadvantage in international 
■competition unless it is a poor country and does not 
invite exploitation by foreigners. This is recognised 
in the attempts to organise international organisa- 
tions of labourers. One such international was 
founded in 1864 and led a very active life for several 
vears till it died away. Now there is the Russian 
international for propagating Bolshevic ideas. The 
collectivists may well point at the League of Nations 
-and allied institutions as another step towards the 
introduction of collectivist regime. 

It is curious, however, that few systems dare 
abolish private property: but they easily forget that 
the retention of private property and an inequality 
of wealth even though it be of consumable wealth 
only is likely to introduce the other inequalities also 
in course of time. And those systems that do abolish 
it. like communism have not been able to give a 
very successful demonstration of their practice. 



CHAPTER XXX. 


Taxation. 


There is a fifth sharer in the national income. 

It is not a factor of production and so 
Economic does n0 £ directly assist in production, 
the* state! 6 but indirectly it' does help in produc- 
tion very greatty. This sharer is the 
state. We have seen how great an importance is 
attached to political security in saving and investing 
•capital. Indeed for all economic activities to he 
properly carried out it is necessary that theffc should 
be both internal and external peace. An agitated or 
•disturbed condition hinders production. Consequently 
the state performs a very important function by 
maintaining peace, and must get a return to enable 
it to do its work efficiently. It causes additional 
production and is justified in demanding 
Sie^odal taX * a re ^ urn f rom that additional income, 
•dividend theory. This return is called a tax. It is a- 
compulsory charge which a state, 
realises from its members to find revenues to enable 
it to perform its functions. This view of the character 
*of taxation is often termed the Social Dividend theory. 

It should be noticed, however, that a tax is not 
necessarily levied from every indivi- 
dual according to the amount of extra 
production which the state enables 
him to obtain. The total needs of the state have 
to be met, and the funds required may be obtained 
by being distributed over the nationals not according 

4B9 


Charteristics 
of a tax. 
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to the benefit each of them enjoys, but according- 
to his capacity to pay. Therefore, the characteristic 
of a tax is not that it is a payment for a service 
to the individual, but that it is a contribution bv 

Kf 

the individual from his income towards the general 
expenses of the state. But taking the society as a 
whole the total taxes form a return for the social ser- 


vice performed by the state. Because the individual is- 
taxed not according to his benefit, an element of 
compulsion enters into the tax. It is a compulsory 
contribution, a deduction from a person’s income 
for the general benefit of living in a stable society. 
That is the reason why he tries to evade a tax. 

Where the charge levied is for an 

Other forms of individual benefit conferred bv the 
state income . n t ° 

- fees. state it is called a tee, e. g., court 

fees, licence fees. The state may 
also derive a revenue from its productive enterprises- 


Quasi-private 

revenue. 


like railways, irrigation, or its quasi- 
private property like crown lands. 
This income is like that- of an indivi- 


dual and forms only a small proportion of the whole 
revenue. The major part of the revenue consists 
of the taxes. 


The state confers a benefit by allowing producers- 
. , ., to produce and the consumers to 

or Benefit consume goods property m peace, 
principle The benefit is large for large producers 

impracticable. an( ] consumers as their transactions- 


and wealth protected are large. Even the poorest 
man does derive benefit from state protection, while 
he may be too poor to pay and the principle of 
paying taxes according to the benefit derived is found 
to be impracticable in the end. Moreover it is not. 
very easy to determine the benefit derived by every 
particular person. It may even be argued that a. 
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poor man benefits muck more than others as he is 
in the greatest need of protection, while the rich 
may provide themselves with protection with the 
help of their money/' 

Therefore, it is laid down thajt .taxes should be 
proportioned 'to the ability to pay.- A 

tv^prmdpk Cul " ric ^ 1 man P a y more and a poor 

man little .or nothing. In estimating 
.a person’s ability several considerations are to be 
kept in mind. Some times the property 
hicome^ an< * possessed is taken to indicate ability, but 
in reality the ability to pay a recurring 
tax can be measured by recurring income only. It may 
happen that a man may have a large property and a 
; small income. The ordinary measure of ability is 
income. The larger is the income the greater is the 
.ability to pay. But in this comparison the period 
.and the regularity of income are important. The 
period should be such that it includes 
regularfty d both slack times, if any, and busy 
seasons. A sufficiently long period 
.should be taken to allow for accidental increase or 
'decrease to find out the normal income. Then it has 
’ to be seen whether the income is 
fem^raiy ^ derived from a permanent source like 
sources. land or other secured investment, or 


it is obtanied from personal labour or 
.a temporary source. In the former case the person 
has no anxiety about future provision which in the 
latter he has to make it. Consequently the utility of 
income to him is greater than to one who has an 
independent income. Therefore, his ability to pay 
taxes is not so great. 

Then it should be noted whether the income also 


Element of contains any element of capital 
♦capital. returning, as it does in the form of 
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annuities or annual payments to pay off a debt. If 
capital also is taxed there is likely to be a double- 
taxation, because the capital which is now received 
and taxed was probably already taxed when it was. 
being saved and so was first received as income. 

Another very important consideration is the family 
expenditure. A man with a large 
expenditure family cannot have the same ability 
1 " to pay as a man with a small family, 

although their incomes may be equal. Sometimes, 
ability is measured by consumption, not the increased 
consumption on account of a large 
o^goods! 1011 family, but it is rather the quality of 
consumption. Thus a person who con- 
sumes articles of luxury to a large extent has evident- 
ly a larger ability to pay than one who consumes only 
necessaries. 

Then there is the consideration, whether the 
^ . income contains any element of 

R COD OllllC -i J , -r-i * 

surplus surplus or unearned increment. Evi- 

dently an income which has got such a 
surplus is more able to pay than an income which is 
the result of hard work. It is only when all such 
considerations are taken into account that the ability 
of a person to pay taxes can be calculated. But the 
taxes need not absorb the whole of this ability,, 
otherwise the rich will be taxed very heavily indeed, 
and all saving of capital will be stopped. Therefore, . 
another principle works at the same time. 

And that is the “equality of sacrifice .' 7 Although 

E ualitv of ^ i m P raet ^ ca ^^ e t0 tax according to* 
sacrifice. benefit, but- it can certainly be arranged 

that no person should be asked to pay 
more than his share of sacrifice. The same sum will 


represent a larger sacrifice to a relatively poor mam 
than it does to a rich man, and so for the rich mam 
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the tax has to be more in amount to represent the 
same extent of sacrifice. While the principle of 
equality requires a larger sum from the wealthy man 
the principle of ability indicates whether he can 
afford that larger sum or not. 

Adam Smith laid down four canons of taxation,. 


Equality 
and ability 
may coincide. 


of which this u equality of sacrifice ?r 
o!f taxation. according to ability is the first and is 

often termed the “ethical precept.” The 
other three are certainty, convenience and economy* 
and are called “administrative precepts.” 

When in calculating ability the considerations 
noted above are taken into account, 
and ability then it may happen that the practical 

may coincide. result of the equality and ability 

, principles may coincide, because then 

the taxes will be on net incomes, and the sacrifice 
will increase or decrease inversely as the income in- 
creases or decreases, while the ability will increase 
with, the income. It should be noted 
diminishing that the sacrifice and ability do not- 
utility. move quite in a mathematical pro- 

portion. The rate of increase of 
ability or of decrease of sacrifice is greater, the higher 
is the income under consideration. This is due to- 


the working of the law of diminishing utility. The 
higher the income the smaller will be the utility of 
money to the person repeiving it, and so the greater 
will be the increase in his ability to pay and the 
smaller will be the sacrifice represented by that 
payment. This is why the incometax rises at higher 
rates on the larger incomes f than on the smaller ones. 

Sometimes it happens that the principle of equali- 
ty does not coincide with that of 
sodaTeqnftllty. ability. A person may actually be 
made to undergo a larger sacrifice 
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than other persons and be asked to pay more than 
his ability r on account of his income being much 
higher than that of others, so as to put a smaller 
. . sacrifice on the poor persons. This 

Social pnncip e. - g social principle of taxation. 

'When such a tax is used for providing benefits to 
the poorer classes like city parks, free education, 
.schemes of unemployment and old age insurance and 
such other things, then the tax is used as a means of 
decreasing social inequality of wealth. It is taken 
from the wealthy person and is used to help the poor 
.and provide him with things which he himself could 
not have procured. 

The opposite is the view of those who advocate 


Financials 

theory. 


that the only aim of taxation should 
be to provide revenue to the state and 
all other considerations should be 


•disregarded. This view requires that the taxes should 
oreate the least amount of opposition. Indirect taxes 
are based upon this principle and the modern financier 
tries to follow the path of least resistance. 

An important consideration in deciding upon a 
^ . tax is that it should be certain and 

regufarity. anC regular. The tax payer should know 
clearly what he has to pay and the 
time and manner of payment. Uncertainty is very 
vexatious and it causes greater inconvenience and 
trouble to the taxpayer than the corresponding gain 
to the state. If the tax is realised haphazardly and 
irregularly then also it is likely to be very trouble- 
some. One does not like to be questioned at any and 
every time by the tax collector and prefers that the 
time of his visit be well knowm and fixed. Moreover 


irregularity is likely to bring a smaller amount to 
the state also, for the tax payer may be asked to pay 
when he is not prepared to pay it ; if on the other 
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hand lie knows the proper time, lie will keep him- 
.self ready. Not only to the payer but there should 
be a certainty to the state also, 
the^tate t0 'which should be able to estimate 
fairly and accurately what the tax is 
•expected to yield to it. Then alone the state will 
be a able to decide upon its financial programme. 

This introduces another principle that the tax should 
be convenient or that it should be 
Convenience. realised at a time when it is conveni- 


ent to pay it. When a man receives 
his income he can easily pay all charges, but if at 
a later date, when he has already spent a large part 
of it in paying his bills, he is asked to pay a tax 
he may feel it as a hardship. Indirect taxes or 
taxes on commodities are generally convenient as 
they are realised in a way which is not at all felt 
.by the payer. 

A tax can be examined from various points of 


Individual’s 
point of view. 


views. So far the standpoint of the 
individual or the taxpayer has been' 
considered. But there are two other 


parties to be kept in mind, the state and the com- 
munity. The state also has to ask 
noint~ tand ' itself many questions before it im- 
ICconomy. poses a tax. The first question 

that it asks is whether the tax is 


'such as can be easily realised without much 
•expense. The aim always should be to put in the 
treasury as much as is taken from the taxpayer. 
If the expense of collection is large then the tax- 
payer is taxed more than the gain to the state, and 
the deficiency in the state funds will be made up 
by the imposition of another tax. If a tax on com- 
modities is such that its proportion on one unit of 
a commodity is a fraction of the usual fractional 
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price then the price will be raised by the full 
fraction and the consumer will pay more than 
will be received by the state. Suppose the pro- 
portion of a tax on a bundle of tea comes to be 
Vs a pice then its price will be raised by one full 
pice. Such a tax is not economical. Expenses of 
collection are small where the subject of the tax can 
be easily fixed and valued. Such are the duties on 
transfers of property, the death duties, and duties- 
on the consumption of such goods as diamonds and 
other precious stones. If one is asked to declare^ 
the value of his gems one is likely to exaggerate, for 
their greater value means a higher social position* 
and the tax is likely to be easily collected without 
the necessity of a very detailed enquiry. 

Themfit should be seen whether the tax is practi- 
cable or not, whether it imposes too- 
Practicability, great a hardship on any particular 
class,, or whether it is likely to be- 
realised at all. A tax on some undeterminable vague- 
object will not bring much, nor will a tax on some- 
thing of small total value be of much use. It should 
be convenient to the state or be easily realisable 
without creating much discontent and should bring 
in large funds. If it does not satisfy these condi- 
tions then it may be inadvisable to impose it. 

Thirdly a, tax should not be so.hpavy as to dry 
up the source of revenue itself. The 

up°the source 7 fable of the hen of tlle golden egg is- 
of revenue. likely to be^ repeated. It is better to- 
take one egg every day than to, kill 
the hen, to, get all eggs at onpe. For .example when 
a tax is imposed -on a commodity it should not be 
so, high as to affect the. demand for that commodity 
sepously, for with a decrease in its demand the tax, 
a^o is likely to bring in small returns. For this. 
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reason a tax on commodities of inelastic demand is* 
more useful than on those of a flexible demand. But 
at the same time a tax should be 
Productivity. productive or should bring in large 
revenues. Taxes which are not such 
may be uneconomical on account of their expenses of’ 
collection. One productive tax is better than several 
unproductive ones. 

The state has to keep in mind the political effects 
of a proposed tax ; on what class of' 
Political effects, persons it is likely to fall, whether it 
is likely to create some disturbance 
which may make the position of the state difficult, 
or whether it is likely to bring it in conflict with 
other political bodies ,as it is in the case of protective 
duties when there is mutual retaliation. Jn such 
cases the effects likely to be produced by such con*-* 
flict and retaliation should be. carefully examined. 

Another condition of a successful system of taxa- 
tion from the state’s standpoint is the* 
as 101 elasticity of the system, so that the 

total yield of the taxes may be easily increased at a 
short notice and without much extra-expense. Some- 
times a state is involved in war, when it wants extra 
funds and wants them immediately. If a new tax is im- 
posed, a machinery for its collection will have to be devis- 
ed, and all this will take time. The old taxes should be 
such that an increase in their rate may increase their 
yield at once. In such cases it is not advisable to* 
raise a personal tax falling generally on the communi- 
ty, for the conciliatory mood of the people is impor- 
tant to keep the government free from the anxiety 
of internal disturbance in war time, although this- 
also, may have to, be done later with an appeal to the 
patriotism of the people. Ordinarily taxes on com- 
modities specially the stimulants, and large incomes'. 
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lend themselves very well for increase as they . in- 
crease with the increase of wealth and population. 
The former are paid by the general community but 
their payment is not felt so acutely while the latter 
are paid by those who are able to pay. 

The community 7 s stand-point presents such ques- 
tions for consideration as the impact 
standpoint § and incidence of a tax system and its 
1 ’ efieet- on the capital and production of 

the community. This is a very wide subject requir- 
ing careful examination. All that will be possible 
here, will be to illustrate its principles by a few im- 
portant examples. But before doing so we should* 
first know the various kinds of taxes. 

A direct tax is that which is imposed directly 
^ upon the person from whom it is 
— 1 DiMctftax 681 realised - Such is the case with poll- 
tax, inome-tax, duties on transfers of 
property or on inheritance, as the succession certi- 
ficate fee. A poll-tax is a tax on the person . of a 
member of state. It has generally fallen into disuse. 
Unearned increment taxes also are realised directly 
from the person who receives it, such is the case 
T r with the land tax. Indirect tax is that 

nuij c. tax. no t imposed directly upon 

the person from whom it is realised, but is placed 
upon the commodities which he consumes so that 
he is charged that tax in the price he pays for them. 
.Such taxes are octroi realised by a municipality on 
goods entering its limits. Customs and excise are 
other varieties. Customs are realised at the ports 
from exports and imports, while excise duties are realis- 
, edfrom goods produced and consumed 

C van ages. internally. The advantage of an indirect 

tax is that it is not felt by the person who pays it 
.and so is easily realised, while a direct tax is actually 
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felt and tends to create opposition. 
Convenience. jj. p as ano th.er advantage that an in-* 

direct tax can be used even to make the poorest to 
contribute something to the maintenance of the state. 
Such is the case with the salt tax. Salt is used even 
by the poorest person and a tax on it will increase 
its price and so the tax will be paid by all consumers 
of salt. But salt is used in such small quantities 
that the payment is not likely to be 
Equity. heavy unless the tax is very large. More- 

over a small contribution by the poor in this form 
theoretically increases the right of the state to realise 
more from the rich to readjust taxation to the princi- 
ple of equality of sacrifice. Indirect 
taxes increase with the increase of 
wealth and population, for then the 
consumption of goods also increases. Moreover as 
they are not felt by the payer their yield can be 
easily increased if commodities of general demand are 
taxed. Taxes on such commodities as opium and 
liquor confer social benefit by decreasing the con- 
sumption of such goods. 

On the other hand an indirect tax is not certain 
and as its rate is proportionate to the 
Disadvantages. g 00( j s ^ en tails inequal sacrifices on 

the rich and the poor. It is also uneconomical so 
for as it leads to a larger increase in the price than by 
the amount of the tax. Another disadvantage of' 
indirect taxation is that it passes unnoticed. The 
tax payer does not know that he is paying the tax 
and so he asks no questions as to how it is used and' 
why it is demanded by the government. In the 
case of a direct tax the taxpayer knows when he 
pays the tax and is anxious to know whether the 
government really needs it, and whether what he is- 
paying is properly utilized. Such public criticism. 
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keeps a check upon the government. 

A direct-tax. on the other hand, is certain, 
economical, equitable, and elastic. It 
Ic>ec?tax a imposes equal sacrifice it progressive. 

Its amount is certain and well known 
and does not put money into the pockets of a third 
person like the dealer. But it is also inconvenient as 
it requires many formalities to be gone through, 
often creates opposition and puts a premium on dis- 
honesty as the payers try to evade it. 

The tendency in the beginning is to increase 
Tondencv from ^ ie indirect taxes and abolish the 
direct to* in- direct ones. The mothod of taxation 
direct and a that occurs most easily to the primi- 
direct ^ five fi nanc ^ er a direct tax. Such 

was the poll tax or tax per capita. But 
when the indirect method is discovered its conveni- 
ence naturally brings it into great use and the old 
.-system tends to die out. But as the community pro- 
gresses in political education the advantage of the 
..... direct, system is observed and it is 
in° a balanced^ introduced again. In reality in a well 
system. balanced system both kinds of taxes 

are necessary. The indirect tax 


Tendency from 
direct to' in- 
direct and a 
return to 
direct. r 


reaches the poorer classes easily. A direct tax in 
their case would have been very expensive to collect 
and would have created great opposition, while in 
the case of the rich an indirect tax would have been 


insufficient to tax them according to their ability. 
.So while an indirect tax is necessary for the former 
a direct tax is required for the latter. But the rich 
person pays not only the direct taxes hut also the in- 
direct taxes. What is necessary is that the effect of 
the whole system of taxes imposed on him should be 
equitable which is secured by a combination of 
.-direct and indirect taxes. 
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Another distinction is between personal and 
specific taxes. Personal taxes are 
^ecificTtaxes. those which relate to the person of a 
member of the state, such as the poll 
tax and incometax. A personal tax is also a direct 
tax. Specific taxes are those which are calculated 
.according to the quantity or value of commodities. 
When they are calculated on the quantity they are 
called “ by bulk ” or u pro rata ?? and when on the 
value of commodities, they are called 
dutles° rem U advalorem ” or by value. Both of 
fi these varieties occur in the ordinary 
‘Octroi duties of the municipalities and in the customs. 
.Specific taxes may be direct as well as indirect. 
When they are realised from the sellers of the com- 
jmodities they are indirect, as is the case with octroi, 
and customs duties. When they are 
srnnption. COn " realised from the users of the com- 
modities they are direct taxes, such 
.as a licence for keeping dogs or for firearms. Some- 
times specific taxes are imposed on 
Luxury taxes. ar ti c les of luxury. The object is two 

fold. Firstly such a tax tries to satisfy the principle 
of ability and balances any deficiency that might 
have remained in the rate of the direct incometax, 
for the incometax also cannot be increased in- 


Luxury taxes. 


-definitely. Secondly a tax on luxury is a tax on the 
consumption of goods whose production is not of so 
great importance socially as the production of neces- 
saries is, and therefore even if the tax decreases 
the production of that commodity slightly, it does 
not do much social harm but rather frees that pro- 
•ductive energy to be used in better work. 

A proportional tax is that which is calculated on 
Proportional , the proportion of the value of the 
.and progressive, subject taxed. It increases m propor- 
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tion to such value. Such is the case with duties on 
inheritance or transfer of property. A progressive 
tax rises at a greater rate than the rate of increase 
oi the subject taxed as is done in the case of income- 
tax. It is based, as has been explained above, on 
the principle of diminishing utility and equality of 
sacrifice. 


A progressive tax is degressive when the rate of 

Degressive. 


progression of the tax is not so great 


as 


the proportional sacrifice of a 
higher income requires but is less than that. In 
such cases it may be balanced by luxury or consump- 
tion taxes or the margin may be left to be used in 
case of urgent necessity. A tax is regressive when 
it taxes smaller incomes at a higher 
egus^ne. ra te than the larger incomes, because 
such taxation brings in large funds, but the palpable 
inequity of such a system makes it of rare application. 

By the impact of a tax is meant the party from 
whom the tax is realised. It is 
mpa( ' different from the incidence of a tax 

which means the party on whom the real burden 
of a tax falls. These may coincide 
or may be different. In the case of 
income! ax the tax is borne by the person who pays 
it, whereas in the ease of octroi duties the tax is 
paid by the merchant but the merchant recoups. 

himself by increasing the price by 
the amount of the tax : and so the 
person who really bears the burden 
is the consumer. This process of' 
changing the burden of the tax from the person who 
pays it to some other person is called shifting. 
When the dealer in certain goods shifts a tax to 
consumers it is called shifting forward. If there be 
a direct tax on consumption and the consumer decreases- 


hicidence. 


Repercussion 
or shifting of 
a tax. 
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his demand for the goods making the producer lower 
his prices then he is said to shift backward. It is 
a general rule that any person who pays a tax tries 
to shift it to the shoulders of others if he can do so. 
But sometimes it is not possible, and sometimes it 
can be done only in part. It is important for the 
financier to know where the tax really falls, then 
alone he will be able to estimate the economic and 
other effects of a tax. 


It is maintained by some that every tax is so- 
shifted backward and forward that it ultimately 
reaches all sections of the community making them 
all contribute according to his ability equitably, 

. entailing equal sacrifice for all. It is 

theory. 031 true a tax ten d s to be diffused 

over a wide area but the extent of 
diffusion differs. While shifting is a fact it is 
wrong to assume that the sacrifice is made equal by 
this shifting. If this were so, it would not be neces- 
sary to have a delicately balanced tax system of 
direct and indirect taxes, which taxes different per- 
sons differently. Only one tax would have been 
sufficient. 


As a rule direct taxes fall upon the persons who 

Incidence of P a 7 ^ person who is paying 

direct 6 taxes e.g., an i^cometax cannot easily shift it to 
of incometax. another. He is getting a fixed salary 
and it is not in his power to demand 
an increased salary because he pays the tax. Some- 
times one may increase the value of his services or 
goods and throw part of the burden on others but 
generally it will be borne by the person who pays. 
If he is an industrialist then he would not like to* 


reduce his income by increasing the price of his goods 
as he will still have to pay the tax on the income 
he gets. He would rather try to increase his income 
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if he can do so by making economies in the cost of 
production of his goods and by lowering the prices, 
for then he will have a larger income to pay from ; 
and his old income will be maintained. This is the 


reason why a tax on the profits from 
Tax on ^ monopoly tends to fall on the mono- 

monopo polish for he has already fixed his 

price at a point where it yields him the greatest in- 
come. Anv increase or decrease in ir. would low^er 


the total income and so he can not transfer the burden 


to the consumers by increasing the prices. The same 
is the case of taxes on unearned 
On unearned. increments or economic surpluses, 
for those surpluses result from the 
conditions of the market and a tax on receipts cannot 
be shifted to another. A tax on economic rent will 
not increase the prices, f or such rent does not enter the 
calculation of the cost of production and so a decrease 
of the income by the tax will not affect prices. The case 
is different, however, with direct taxes 
On consumption 011 consumption of goods. If the tax 
of goods. is on some necessary consumption it 

* will be borne by the consumer. If 

the goods are not necessaries then the tax will be shift- 
ed. Take a licence for fire arms. If the rate of the 


licence is increased, it will reduce the demand for 
fire arms to some extent, this will lower the price and 
some of the tax will be shifted backward to the pro- 
ducer, for at a lower price only the old demand 
will be maintained. The extent of this shifting 
depends upon the kind of demand for the goods. In 
the case of diamonds and precious 
On diamonds. stones the tax will be borne by the 
users themselves. A tax levied on 


houses to be paid by the occupiers will tend to be 
shifted partly to the owners if the demand for 
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houses . in the locality is not great* 
The rentee calculates what he will have 
to pay as tax in addition to the rent. 
But it falls on the occupier alone if 
for houses is great for then the rentee 
must have a house, and he cannot decrease the quan- 
tity of the house to save a part of the tax. He may 
search for a smaller house, hut if the demand for 
houses be great, he may not take the risk and may 
.agree to pay the tax and the rent both. 

If the tax is levied on the owner of the house 
then it tends to be shifted on to the 

Incidence of occupiers unless the demand for 
indirect taxes. r . , , A 

houses is very small indeed. As a 

rule, indirect taxes are shifted to others as they are 
meant to be. Indirect taxes *are im- 
Shifting the p 0se( j upon certain persons so that 
geneia ru . p erson w ho really bears the bur- 

den may not feel it ; the intention has all along been 
that the person who pays, may shift them to 
those who are really intended to be 
The extent taxed. The extent of shifting depends 
thekindo ? 011 upon the kind of demand for the 
•demand, elastic, goods and on the availability of goods 
availaMity^ or to l era W e substitutes. If the demand 
of substitutes, for the commodity taxed is rigid, an 
increase in its price will not lower the 
demand and so the tax will be easily shifted to the- 
purchasers or consumers. If the demand is elastic,, 
then the increase in the price is likely to lower the. 
demand and decrease the income of the producer. 
To keep up his production he may not increase the. 
prices by the full amount of the tax and it may 
partly be borne by the producer and partly by the 
Shifting to consumer. The division depends upon 
■other parties. the degree of elasticity of the demand* 


r Tax on 

•occupiers of 
houses. 

the demand 
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General!}" no demand is either perfectly rigid 
or perfectly elastic*. Moreover, when the demand 


for a commodity is lowered a part 

reactions? tl ^ ie tax a ^ so 011 ^ ie factors 

used in producing that commodity 
provided that those factors are unable to find increas- 
ed work elsewhere, and so their value also is decreas- 


ed by the lowering of the demand. Such remote 


Primary 

reactions. 


effects of a tax are called its secondary- 
reactions while the effects which are 
produced in the first instance are 


called primary reactions. Octroi duties generally 
fall wholly on the consumers. 


In the case of export duties if there be a mono- 


poly in the produce, no good substitute 
Export -u ies. * g ava p a pi e anc ] the demand is inelastic 


then the duty will fall wholly on the foreign con- 
sumer, and if these conditions are satisfied only 
partly then there will be a division of the incidence 
between the exporter and the consumer. 

Import duties tend to be governed by the same 
principles of demand. If there be a 
mpoit u leb. monopoly of consumption of that 
article in the country then an import duty will benefit 
the country at the expense of the foreigner, but this 
is seldom the case. Generally an import duty is 
borne mostly by the home consumer, and partly by 
the foreign producer. The division depends upon 
the elasticity of the demand of the importing country 
as well as on the proportion of the demand to the 
total output of that commodity in the producing 
country. If the total output is great and the im- 
porting country’s demand is relatively small, then 
the burden upon the producer will not be great. 
An increase in the price, even if it lowers the demand 
•for his produce in the importing country, will not 
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liarm him much. He might withdraw some of his 
productive energies from that commodity and employ 
it in producing others and thus throw a greater part 
♦of the burden. on the home consumer by decreasing 
the supply. He may try to distribute his own burden 
by a slight increase in the prices of his other products 
or on that portion of his produce which he exports 
to countries other than the taxing country. This 
depends on the market conditions, and if he is able 
to do so then part of the tax may fall on other 
countries. But generally the burden 
duties? 1Ve °f import duties falls on the home 
consumer. It is specially so in the 
•case of protective duties which have to be so high as 
to make it unprofitable for the foreign producer to 
sell at a lower price than the one at whifdi it is 
desired to be sold, so as to give protection to the 
home manufacturers, and so there will be little in- 
ducement to lower prices. If prices are still lowered 
•duties may be further increased. Consequently the 
price will be raised by the amount of the duty and 
the consumers will suffer. 

The home production may, however sell, at a lower 
price and so the loss to the consumers 

nia P °benefit eS ma y no ^ 80 § rea ^* ®ut ^ should 
agricultural be remembered that a protective duty 
country. high enough to kill import trade will 

cause no gain to the treasury. One 
interesting result may follow. An import duty by 
restricting imports will also tend to restrict exports, 
for now less exports will be required to balance the 
trade. If the country is agricultural and its exports 
-consist of agricultural produce then a decrease of 
•exports will lead to a lowering of the demand for that 
produce and a lowering of the price of food grains 
in the country. 
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"When the imports taxed are necessaries the effect 
. is regressive, as the burden falls more 

effect 68 ^ 6 heavily on smaller incomes than on 
the larger ones, because a larger pro- 
portion of smaller incomes is spent on necessaries 
than of the larger incomes. Frequent changes of 
. customs duties interfere with trade 

uncertain^ and so they are not elastic ; and as the 
amount of international trade fluctuates 
they are not certain. They will yield very little in 
times of depression when the state is likely to want 
extra funds. 

This brings us to another problem. Agricultural 
produce follows the law of diminishing 
Maa returns. A decrease in its demand 


will cause a decrease of the supply in course of time 
and the production at the margin will be stopped. 
As a result the cost of production will decrease as 
the most costly part of production is not produced. 
~ . If a tax is levied on agricultural pro- 

produce. duce, then although the demand for 

it is more or less rigid, still there will 
be some decrease in its demand owing to the rise of 
prices. So far as it does so, it will lower the cost. 
The rise in the price will not be by the amount of the 
tax, but part of the tax will be absorbed by the- 
cost becoming lower than before. In the case of the 
commodities following the law of increasing returns- 
the case is different. There a decrease in demand' 


will raise the cost of production and the rise in the 
price will be equal to the tax plus the increase in 
the cost of production. Therefore, the total cost of 
the tax to the community will be greater than the 
gain to the state. Generally in accordance with the 
principles enunciated above a tax on agricultural 
produce will tend to be shifted on to the consumers. 
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but a tax on rent or income from 
On rent. land ^ en( j remain on the pro- 

prietor who receives rent. In the case of a house 
also if the tax is on the rent paid, it 
its rent? 6 ^ 011 proprietor, but if it 

is on the house, it will tend to be 
shifted to the occupier. 

Excise duties are taxes on home production, they 
. may be imposed either to counteract 

xcise uties. an y protective effect of import duties 

as was the case with the cotton excise duties in 


On house or 
its rent. 


India, or for purposes of revenue as a tax on agri- 
cultural produce, or for regulating the production 
of intoxicants like wine and opium. When they 
are imposed to counteract protective effect of import 
duties, the import duty is imposed for revefiue and 
not for protection, and so there is a large yield from 
the import duties, but as the excise duty keeps down 
the home production in competition, its yield may 
not be large. Its incidence is partly on the consumer 
and partly on the producer for the foreign competi- 
tion will not allow the price to be raised so high 
as to transfer the whole to the consumer. In the 


case of intoxicants so far as there is a restrictive 


effect, the duty will yield less, but even then it is 
a social gain. A lower duty might increase the 
yield, but it would not decrease the consumption 
of liquor, which on the whole is socially harmful. A 
duty on intoxicants is likely to fall mostly on the 
consumers, for those who are addicted to them would 
rather pay a high price than go without them. 

A tax on income from land is specially harmful 


Amortization. 


in one way. It reduces the capital 
value of land. When the land is sold 


after the imposition of the tax, the purchaser 
capitalises the value of the tax and deducts it from 
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the total value, or. which is the same, he calculates 
the value of land by capitalising the income from 
land which remains after deducting the tax. This 
is a m alter of every day experience in India. When 
land changes hr, mis. t lie land revenue is deducted 
from tli<- yearly rental and then the capital value 
is calculated. This is a kind of capital levy. Bui 
it acts as a hardship only when iirst imposed for 
there after it is allowed for in all transactions. This 
is called amortization. 

A levy on capital when it is in addition to the tax 

. on income may sometimes be very in- 

loss'to^lro- a convenient. A tax on income also 
Auction. reduces the wealth available to be 

saved as capital and so decreases capital, 
but it may be said that the state protection, for 
which the tax is a return, helps production and 
increases the income and so there is no net loss, 
and there is rather a net gain, because if the state 
protection were not available, extensive production 
would have been impossible. But if there is a tax 
levied on the capital already saved or about to be 
saved then it may lead to a decrease of capital and 
a loss to production. Sometimes it may induce in- 
creased savings to make up the deficiency but 
generally it is likely to have a discouraging affect. 
Its intensity is not so great if the appropriation or 
the levy is to come at a distant time or after death, 
for human nature counts future comforts as well as 
future discomforts at a lower rate than the present 
ones. That is why succession duties do not decrease 
savings. 

Prom this point of view special duties such as 
succession or inheritance duties and 
or windfall* 6 ** duties on gifts are socially very useful, 

taxation. They do not decrease savings, and 
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.are not onerous on those who pay, for they them- 
selves are getting new wealth, a “windfall”, for 
which they did not labour. 

Another important fact to remember is that the 
tendency of a tax is to induce the 
Eo°v rates. taxed to try to avoid it. If there are 
local taxes, generally called rates 
to distinguish them from national taxes, which can 
be avoided by moving out of the sphere of that 
tax they will be so avoided, and the subject will go 
out of the jurisdiction of the tax. This may injuie 
the production of that locality. If a capital levy is 
locally raised it will induce capital to go out of that 
place. If there is a local income-tax then the 
income of the inhabitants will tend to collect and be 
invested abroad, and those with large incomes may 
themselves go out unless their income is derived 
from something fixed in that locality. Therefore, 
the general rule is that rates or local taxes should 
be such as are attached to land or to 
S^ancforTocfal ^ oca ^ consumers like land-tax, house- 
habitation. tax, octroi.' Taxes like income-tax 
and customs should be uniform for a 
nation or country. It is true that here also the 
comparison might be made with other countries, but 
mobility of man is hindered by social and national 
associations, and so things will not move out of 
their natural sphere without a very strong cause. 
That is why nations and countries still form separate 
economic groups, and why even locally some direct 
taxes and contributions may be raised without making 
the inhabitants leave the locality. But local taxes 
should never be imposed on capital or capitalistic 
production, for capital being very mobile will try 
to concentrate in the most profitable places. An- 
other difference is that local taxes are raised more 
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on the benefit principle than the 
benefit ' grates, national taxes can be. Local bodies do- 
not undertake very expensive common 
services like defence. The money is raised and spent, 
in the locality itself for the benefit of the inhabitants. 
House property represents in a fair way the benefit 
received by the inhabitant from the activities of the 
Local Body or Municipality and is often adopted 
as the basis of taxation. Local taxes, or rates, as 
the}" are technically called, are not uniform like 
central taxes, but differ with different localities. 
The total amount required for local expenditure is 
first calculated and is then spread over the rateable 
capacity of the locality. This capacity is generally 
estimated r as a proportion of the rental value of the 
immoveable property existing there. 



BOOK V. 


CHAPTER XXXI. 

Consumption or Satisfaction of wants. 

Principles of Consumption. 

Now we come to the primary department of 
Economics, the aim and object of all our economic 
activities. When the goods are produced, their 
exchange value is received, our share in the sale 
proceeds is determined, then comes the question on 
what principles is that share applied to the satisfac- 
tion of wants, and what is the affect on the social 
welfare of that application. This is the province 
of consumption and it may be considered under two- 
sections, one of the principles of consumption and 
the other the problems relating to it. 

Consumption may be reproductive or unproductive. 

Goods are said to be reproductively 
and prodtcthre. consumed when they produce new 
goods as a result of their consumption. 
Such is the case in industries, where raw materials: 
are used up in producing finished goods. This is- 
properly the subject of production. W e are concerned 
here with the other kind the unproductive consump- 
tion, or consumption of goods effected not for the 
purpose of producing anything but purely for satisfying 
the wants. It may be argued that what is eaten and 
otherwise consumed by man is also productive in as: 
much as it increases his efficiency for producing 
more. This is quite true but we should remember 

468 
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that he 'produces for consuming and does not consume 
for producing*, that even if he did not produce he 
would certainly consume as the idle classes and the 
beggars do : further that in an ordinary man’s 
'Consumption also there are many items which merely 
satisfy his whim and fancies and have little affect 
upon his efficiency. Indeed a man may often 
consume what lowers his efficiency simply because 
he likes to consume it. The increase of efficiency on 
account of consumption is an accident and not the 
purpose of consumption. A prudent man will no 

* doubt consume things which may make' him more 

• efficient for future so that he maj^ be able to continue 
the satisfaction of his wants and not because his aim 
is production. This is entirely different from that 
condition of things where goods are consumed simply 
for reproduction, where they would not be consumed 
if they did not so reproduce. As said above the raw 
materials used in a productive process are an example. 
'The same idea is expressed in other words in the 

distinction of the direct and the in- 
•direct con- m " direct consumption. When any goods 
.sumption. or services satisfy our wants by them- 
selves they are said to satisfy directly. 
When they satisfy by producing other goods, which 
are actually used in consumption, then they are 
.said to satisfy indirectly, i. e., through the medium of 
other goods so produced. In the 
andpl^auctTon former case the directly . satisfying 
goods. goods are called “consumption goods”, 

and the goods which satisfy our wants 
indirectly are called “production goods”. 

Consumption or satisfaction of wants is said 


Immediate and 

postponed 

-consumption. 


to be immediate when the goods 
are used, as they are for sat-isying 
wants, as we do when we eat food or 
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put on clothing or live in a house. It is said 
to be “postponed”, when we do not use the goods 
when we get them but keep them to be used 
at some other time. We may keep goods or actual 
commodities' for use at a future time as we often keep 
certain clothes, fruits, stationary, or we may keep > 
money to be applied to purchase goods that we may 
want in the future. In the former case our future 
wants are already determined in respect of those 
goods, in the latter case we keep a provision to > 
satisfy all kinds of our wants generally 
* avm &* in the form of the general purchasing - 

power money. This latter process is called saving. 
Saving may be in the form of goods also but the 
essential feature about it is that the want to be 


satisfied by it is not already determined blit it is a 
general provision for the future. We may thus save 
wheat, or we may keep this provision in the form of 
ornaments, or buildings. So far as they satisfy 
existing wants they help direct satisfaction, and they 
will perform their function as saving when they are 
exchanged for other goods we want, or yield us a . 
power to purchase goods in the future. 

When this saving is used not to purchase goods 
for directly satisfying wants but is 
Li vest. iiL yii u,. used in producing further wealth, it . 

becomes capital and is said to have been invested. 
Then it yields us an income, an additional satisfaction 
besides what could have been purchased by the use 
of the savings themselves. Purchasing of consump- 
tion goods only with the savings will 
prudent L use nd comparatively weasteful as it will 
not get out of our goods all the 
utilities possible, while investment does so. When 
savings are so invested they become “ production 
goods ” or capital and satisfy our wants indirectly by 
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producing other u consumption goods ”, 

Consumption of goods may be destructive or 


Destructive or 
usufructary. 


usufructary. When the goods are 
used up in one process of satisfaction, 
it is said to be destructive, as when 


we eat food or drink water. It is usufructary when 
the same goods satisfy our wants a number of times 
like a book, a house. Usufructary consumption is 
good economically as it saves us from the necessity 
of producing every time, but all goods are not durable 
and so are unable to give us usufructary consump- 
tion, and that is the reason why continuous produc- 
tion is required to satisfy our other wants which 
require perishable goods, as food materials. 

Economics does not enter into a psychological 
' discussion of the mental nature and 
v ' iliLlb * constituents of wants. It simply 

notes that a man feels a deficiency in his possessions 
■of something which he requires to satisfy some of 
his desires, and he is said to want that something. 
As the science deals with man in general acting in 
.society it does not take note of any peculiarities in 
the wants of a particular individual but deals with 
the common wants which men often feel, and the 
principles of their satisfaction. It pronounces no 
judgment as to the moral excellence of those wants, 
but it does note their effect on the productive 
energies of society and on the general economic 
welfare. 


But in Economics a mere w T ish is not called a 


Wish and wan t } a wish may not be sufficiently 
effective want, intense to lead to an economic activity 
on the part of the person who feels 
it, and then such a wish can not be the subject of 
-economic enquiry. It is only when the wish is so 
■compelling as to make the person willing to undertake 
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-.some sacrifice to satisfy it that it becomes an effective 
want. Then alone he will be engaged in producing 
-something for such satisfaction and then consuming 
the goods produced. 

Wants may be natural or acquired. Those that are 

wants due onr £ ee li n g some physiological 

natural or necessity are natural wants, while 

acquired. those that are developed by our mental 

tastes and social surroundings are called acquired 
wants. The latter, depend upon our having some 
new experience and our becoming impressed by it. 
•Such wants are created by advertisements, by the 
show windows of shops, by our seeing the various 
.standards of living. In fact in our natural wants 
also the goods that we use to satisfy them are chosen 
very much according to these acquired taste*, and in 
•course of time they become the forms of the natural 
wants themselves. Indeed the actual form in which 


. , a natural want is satisfied is generally 

onlTdeveSp 11 S one 0 f these acquired ones. In reality 
the variety of the acquired wants do not create new 
satisfaction. physiological wants but only develop 
the variety of satisfaction. Take for example 
recreation. It may be found in a talk with the 


•children, in a reading room, in the society of friends, 
in a theatre or a cinema. Before cinemas or thea- 


tres were established, there could have been no want 
for them. It is an acquired want, but it is a develop- 
ment of the old want for recreation in a new form. 


Natural wants may be primary or secondary. 

Natural wants ^ey are primary when they are 
may he primary those that concern the first necessities 
or secondary. of life which all men feel and require. 

Those wants are secondary of which a 
man thinks about when he finds his primary wants 
are satisfied. The division is not a rigid one. It may 
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slightly differ in different conditions. Even the 
secondary wants become as forceful as the primary 
ones by force of habit. Still a certain difference 
and sequence is maintained, and as we shall see, 
it comes out clearly in the application of our 
increased income to the different wants. Examples 
of primary wants are those for food, 
shelter, defence, fuel and ornament. 
Religion, clothing, recreation and art, social intercourse 
and transport, instruction and comfort are examples 
of secondary wants. It will be noticed that clothing 
is placed after even ornament and religion. It may 
appear to be wonderful to us who are so accustomed 
to clothing that it has become a 


Examples. 


Ornament and 
clothing. 


primary want with us, but it does 
appear to be the case that man liked 
ornament before he wanted clothing. Even naked 
savages adorn their bodies with figures and symbols, 
use shells and bones for ornamenting themselves. 
It is probable that clothing itself was developed as a 
form of ornament. Even now we so often clothe 
ourselves not because we want much protection but 
because we feel ashamed in going naked. Similarly 
religion comes before clothing, because taking religion 
in a broad way, some kind of it is a necessity for 
Religion human mind. Just as food is neeess- 

a * ary to satisfy his physical hunger, reli- 

gion is required to pacify his mental longing to ’ 
know the secret of the world of his experience. He 
• must know his .position in the scheme of, nature so 
that he may act accordingly. He need not be a 
philosopher' for this purpose, but his neecpls must be 
satisfied that the moving unseen powers of, the world,, 
whatever he might consider them to be are not. 
antagonistic to him. Every Savage will have his 
gods and goddesses. - Even he who decries all religion 
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lias his own scheme of tilings* of nature, which deter- 
mines his place and functions. Religion is secondary 
because it appears when man begins to think and 
understand ; it is not a physiological want like that 


Ee creation 
and art. 


of food or shelter which even an 
animal has. The development of art 
is connected with recreation. It is 


when one has leisure to enjoy himself that he 
develops his powers of inventing or making things 
which please him and stimulate his aesthetic capaci- 
ties. The increase of leisure and recreation is attend- 


ed with social intercourse which makes man feel the 


necessity of transport. Then comes a desire to learn 
strange things, new things, which the other persons 
appear to know or to find out the mystery behind 
the mundane world. Lastly the com- 
Comfort. fort, which varies greatly with 

different persons and classes of society, appears. 
Every thing which pleases a man, gives his mind 
repose, saves it from the trouble of want, and so 
increases his efficiency, the decrease of which will 
decrease his efficiency, is comfort. 

The first characteristic of wants is that they exist 
. . in systems of wants. A man, who 

f wlntsexisHn wants food > wants several things by 
systems. way of food and drink, which jointly 

satisfy the craving of his hunger. If 
a man wants clothing, he requires a cap, a coat, a 


Unlimited 
in number. 


shoe and other such things. Another 
important characteristic is that wants 
are unlimited but the forms in which 


they may be satisfied are innumerable and so wants 
for various kinds of goods are unlimited. We can- 
not always say that if a new form of goods were 
brought to' our notice we would not begin to want it. 
We may have satisfied our want with one kind of 
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goods but when another appears which appeals to us 
we often take it. If we do not use it then we keep it 
for future use. It is a common experience that 
sometimes people take new delicacies eveu when they 
are not hungry or their hunger is satisfied. Our 
wants are always changing in form and to this 
change there is no limit. 


But. while 

Limited m 
intensity. 


wants in general are unlimited, the 
intensity of a particular want, is 
limited. There is a physiological limit 
of satiety of hunger going beyond 


which becomes painful, and one will not agree to 


suffer this pain even if the most delicious things 
were presented to him. What is tasteful at one 
time becomes a torture if continued beyond a certain 


Law of di mi- 
ni slung utility. 


limit. It is upon this principle that 
the law of diminishing utility is based. 
The utility of the thing used decreases 


with the decrease in the intensity of the want till 


it is zero. On this is founded the conception of 
marginal utility and of marginal values, which, we 
have seen, applies throughout in the theories of 
value in all the departments of Economics. Some- 
. . ... , times it happens that in case of certain 

commodity wants the acquisition of a commodity 
increases increases the desire for more of it 

desire. as [ x , whets the taste. This may 

happen in the case of liquors. Another striking 
example is gambling. A desire for ornaments also 
•can scarcely be ever completely satisfied. The desire 
for social distinction is another. For a man who 


wants a pair of horses the possession of one increases 
his desire for another similar one. For collector 


of stamps or antiquities may value the later acquisi- 
tions required to complete his series more than his 
earlier collections and so may be willing to pay 
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more. But the physiological 
■sooner or later. Even 

table at last. Secondly the want may go on 
■creasing for different forms of satisfaction, but 


the gambler 


limit does assert itself 
does leave the 
in- 
for 


the 

the 


is 


the same form of satisfaction the increase m 
.acquisition of goods does generally decrease 
. utility of the further supply. It 

v&rtisment." true, however, that for a time the 
desire for a new commodity is in- 
creased on our first coming in contact with it. This 
clement of truth is the basis of advertisement which 
tries to create new wants by bringing new things 
to our notice. 

The above must have made it clear that the same 
want may be satisfied with various 
goods, and that there is a* limit of 
satiety to those wants. Consequently 
the wants for various goods which satisfy the same 
physiological want or necessity compete with each 
other for providing this satisfaction, and we choose 
those which we like best or which please us most, or 
have the greatest utility for us. But when different 
goods satisfy 


Similar wants 
are competitive. 


Dis-similar 
wants are 
complementary. 


different physiological wants, or 
necessities they do not compete but 
are complementary. By satisfying 
its own particular want each increases 
our total satisfaction. For example a 
cinema and a reading room may compete with each 
other in trying to satisfy our want of recreation, but 
•clothing will be necessary for both. Without clothing 
we may not go to either and even the want for 
recreation may remain unsatisfied. By satisfying 
different wants each completes what the others have 
left unsatisfied, and thus the total satisfaction is 
increased. 

The principle of complementary wants gives rise 
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Law of to ^ ie ^ aw maximum satisfaction, 

maximum AVe apply our resources not to the 

satisfaction satisfaction of one want alone hut to 
all our diiieivm wants m such a wav that we 


ohrain the gi\ atest >atisfaction that is possible 
with the resourw-s at our disposal. II* we do not do 
so. there is a wastage. The reason why we act in 
this way is that our wants are limited in intensity. 
"When we begin to spend wo lirst take those things 
winch we want most or which have 
Lav of eaui- the greatest utilitv. and then those 
tilings win cli satisfy us in the second 
degree, till at last the utilities of the final instalments 
of all goods we use are as nearly equal as possible. 


Then alone we can get the maximum satisfaction. 
This is /'■ailed the "law of equi-margmal utility". If 
the utility of the final instalment of one commodity is 
greater than that of another, them we shall first lake 
that commodity and will .spend in the final instalments 
only the remaining part of the money. In this way 
we .shall derive the greatest possible consumer's 
surplus from one income. Take an example. Suppose 
for A the utility of a table is 8 rupees, but he can 
purchase it for Rs. 4/-. In the market, a chair has a 
utility of Rs. 7/- and can be got for Rs. 3/8/-. Then 
there is a book for which he can pay even 4 lupees, 
but he can get it for Rs. 2;-. stationery and paper 
also he values highly* and would be prepared to pay 
even Rs. 3/8,- for one set. but can get it for Rs. 1/8/-. 
He wants also a cap which ho values at Rs. 3/- and 
can get it at Rs. 1/8/-. The utilities to him of second 
instalments of tables and chairs, book, stationery 
and caps suppose are equal to Rs. 6/-. 5/-, 3/-. 2/8/- and 
2- and of the third instalment are Rs. 4/-, 3/8/-, 2/-, 
1 8/- and 1/8/-. Then A will first take one chair and 
one table for their first instalments yield the greatest. 
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surplus of satisfaction over the cost. If he spends 
the same amount of money in any other commodities 
the consumer’s surplus yielded will be smaller than 
it is in this case. Then he will take one book, one 
set of stationery and a second table. In the third 
instalment he will take a second chair and one cap, 
lie will not take a second book; as it will yield him 
less surplus utility than the cap at this stage. In 
the fourth instalment he will purchase a second book 
and a second set of stationery. In the fifth he will 
take a second cap and a third book, and in the sixth 
if he purchases anything he will take a third set of 
stationery and a third cap. With this arrangement 
his satisfaction will be the greatest on each instalment 
of expenditure. He will stop where his money is 
■exhausted, but if his supply of money is unlimited, 
he will complete these purchases and end by making 
the utilities of final goods equal or as nearly equal as- 
possible. 

Another important law is that of substitution. 

We substitute goods which satisfy 
substitution. our wants nearly as well or have got 
about the same utility as other goods 
but are less costly for the more costly ones in our 
■consumption. There is a comparison between the 
relative costs of the two and their respective utilities. 
Which ever yields a greater surplus of utility is taken. 
When wheat becomes scarce or very costly people 
begin to take millets because utility 
o’oods ltUtl ° n ° ^he mone y required to purchase 
wheat is greater than the utility of 
wheat as food. They are not willing to put in the 
purchase of their food so much cost if they can help 
it and they purchase cheap foodgrains; but if the 
millets also are not available then wheat will have 
to be purchased per force, because its ulitity will be 
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increased on account of* its scarcity as no substitute 
giving a greater surplus utility is to bo found. 

Sometimes substitution of wants also takes place, 
Substitution ol not merely of wants for the different 
wants. forms of satisfaction ol* the same 

need as explained above, but even of wants of 
different character and quality. Where want 
for one kind of goods is substituted by want 
for another kind of goods both satisfying the same 
physiological necessity, the substitution is of goods, 
and this law of substitution is based upon the 
characteristic that similar wants are competitive. 
But often there is a substitution of dissimilar wants. 

Thus when our moral wants are 
enioin nation. su ]j s titutecl by material wants we 

forget ‘our moral duties and become demoralised. 
When our sellish wants are substituted bv altruistic 


and moral 
Sublimation. 


wants we improve in character and 
spirituality. This process is often 
termed sublimation. Economics also 


is concerned with such changes because they affect 
the whole course of production and 
moral wants° other economic activities. Indeed 
in economics. these considerations become even more 


important in the new stand point of 
human welfare which Economics has taken. Merely 


the satisfaction of material wants is not sufficient . 


for human and social welfare, such an unthinking 
rush after wealth, as has been created by the old 


emphasis laid on the acquisition of wealth may 
actually lead to a decrease even in the material com- 
forts of vast classes of the community as it has done 
in the case of labour. An increased emphasis on the 
satisfaction of moral wants may lead not merely to 
a more peaceful society but even to a larger produc- 
tion than before. Moral qualities make a labourer 
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efficient, and a peaceful society permits a develop- 
ment of production. Without honesty in our dealings 
all commerce will become impossible. It is a faith 
in moral character that has made the immense and 


delicate structure of credit possible. Moreover, the 
character of our wants determines our production. 
If the want for instruction is substituted by that of 
recreation, schools and liabraries would be replaced 
by play grounds, clubs and cinemas, and the course 
of production may be materially changed. If the 
drinking habit increases then more breweries will be 
established. Demoralisation decreases the efficiency 
of labour and decreases the social output or the 
production of the whole society. 

When our income is increased, the tendency is to 
T spend a larger percentage of our income 

come tends to on the secondary wants than on the 


be applied do primary ones. The reason is clear, 
wants^more The P r * mar y wants are so important 
that they form the first items upon 
which we spend our resources, and so if any items 
have been so far starved on account of lack of funds 


is clear. 


they are likely to be the secondary wants. Conse- 
quently when the income increases, we first satisfy 
that deficiency in the secondary wants and then if 
we have still spare funds we turn to improve further 
the satisfaction of the primary ones. Engel formula- 

Eno-el’s law ^ n *'° the ^ orni a 

^ which is now associated with his name. 


It states that when income increases, the proportion 
spent on food diminishes, that spent on rent, fuel and 
clothing remains nearly the same and the proportion 
spent on other items increases. It does not mean 
that the amount already being spent on food becomes 
less than before, but that as expenditure increases on 
other items, the proportion of expenditure on food to 
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the total expenditure becomes less than before. The 
expenditure on food also will increase as more costly 
food will be consumed, but the proportion to the 
total will be smaller. This is the reason why in the 
family budgets of poor persons food makes the 
majority of expenditure, even 75 °/ 0 to 80 °/ 0 of the 
total expenditure, while rich families might be spend- 
ing on their food only 38 °/ 0 to 25 {) j 0 or even less. 
This is in accordance with the law of 1 v maximum 
satisfaction, because the secondary wants being only 
partially satisfied their utility surplus is greater than 
that of the nearly satisfied primary wants and so the 
increased income is first applied to the secondary 
wants and then to the primary ones. 

The netv emphasis on human welfare in economic 
• study has increased the importance 
private budgets. the study of private budgets or 
the scheme of expenditure of indivi- 
dual families of a society. The national welfare will 
not be fully indicated by the study of the public 
budget or public finance only. To find out the real 
prosperity or otherwise of the nation the private 
budgets of various clases, of different standards of 
living are necessaiy. In these budgets the proportion 
spent on the necessaries, comforts and luxuries 
should be noted. If the proportion spent on comforts 
is nearly nil, there will hardly be any expenditure 
on luxuries and nearly the whole of the budget will 
consist of a provision for necessaries. This will 
indicate a low standard of living in the class 
examined. If at the same the national production 
and so the national income is found to be large then 
it shows that something is wrong somewhere. The 
economic forces are not working properly, because 
with a large national dividend the share of every 
class should be- sufficient to provide ordinary comforts 
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of human life and something for future provision. 
"Where the budget is confined altogether to the 
necessaries, and specially if the necessaries also are 
not consumed in sufficient quantities then it indicates 
‘an alarming condition of things verging on starva- 
tion. That class is well off which finds something 
to spend on luxuries as well, and that nation should 
be considered prosperous in which the masses can 
live well. If the deficiency of private budgets is 
accompanied with a deficiency of national produc- 
tion, the steps should be taken to stimulate it. A 
study of private budgets, besides, showing the 
standard of living prevalent in the various classes of 
the community will also indicate whether the increase- 
in population is pressing too hard upon the means of 
subsistence. The number and ages of children in the 
typical families will help in estimating the potential 
labour power of the country as also the rate of its in- 
urease. The amounts spent on education and sanitation 
will be a fair measure of the society’s progress and con- 
ditions of living. Often such a study may reveal con- 
nections between various unexplained phenomena and 
may indicate the extent of poverty and sometimes 
.also its causes. A decent standard of living is 
necessary for industrial efficiency, it also helps in 
increasing technical skill by providing funds for 
technical training of children. It contributes to 
political contentment and social peace and makes 
the society progressive. A study of private budgets, 
Therefore, is now a necessary part of the study of 
the economic condition of any society. 

The difference between necessaries, comforts and 
luxuries is only- relative. What is 
•pomfortq'aiid luxury in one standard of life may 
luxuries. ' be necessary to another. In the same 
standard -what is luxury to a man 
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may be necessary to another. Thus high education 
may be a luxury to a class which is at the starving- 
standard, blit is a necessity in the higher standards. 
Roughly speaking necessaries may be considered 
those which are essential for life, and may consist of 
food, fuel, shelter and clothing. Comforts may be 
those which increase the efficiency of the person, 
while luxuries may be considered to be those that are 
not necessary to increase the efficiency but do increase 
the satisfaction of the consumer. A motor car may 
be a comfort to a doctor but it may be a luxury for 
a stay-at-home landlord while at least a tonga will be 
a necessary for a doctor who has to pay visits to his 
many patients. The estimation of necessaries, com- 
forts and luxuries may differ, even with different 
countries with the manners and customs of particular 
peoples. Cap is not a necessary for the Bengalis but 
it is a necessary in United Provinces. Necessaries 
differ with different standards. The same clothing 
which satisfied the workman will be considered unbe- 
coming by a clerk. Thus although there can be no 
hard and fast line of division of this kind yet it can 
be said that there is a certain amount of consumption 
in every standard life which forms its necessary con- 
sumption. 'When clothing, shelter, food consumed 
are of a better quality with a margin to satisfy 
intellectual and social wants, it is the stage of com- 
forts and ■when there is sufficient income to provide 
for a further elaborotion of wants, for developing 
the artistic side of consumption, it may be said to be 
a stage of luxury. 

Again, the order in which a person spends his 
Older of income is not fixed. The natural 

satisfaction order is that which lias been indicated 
not fixed. viz ., necessaries, comforts and luxu- 

ries, and ordinarily it is followed, but. 
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in actual practice there may be so many variations 
of it. An extreme case is of persons who spend 
upon drinking a large part of their income even 
though they have to stint themselves in their expendi- 
ture on necessaries. For the purpose of gaining social 
distinction some may spend more on clothes and 
ornamentation, while they remain contented with 
course food. Or a person may spend a very small 
proportion on his food and clothing to save a sufficient 
amount for the education of his children. A poor 
student may live a very hard life so as to pay his 
fee in the college. Thus for many different reasons 
the actual order of consumption may be different in 
individual cases, but the broad underlying tendency 
will be the same. 

As wants generally exist in systems, neiy systems 1 
a , , take time in developing, or if a new 

develop slowly, want tries to enter an old existing 
system it finds a certain resistance and 
takes some time before it can be assimilated. It is 
due to the fact that when a man acts in a way for a 
long time that mode of action becomes a habit and 
Econor . it is so embedded in his nature that 

utility 1 of °h abit. be begins to act in that automatically 
without the necessity of thinking and 
deliberating in each case. Economically it is very 
useful. It saves a great amount of trouble and 
energy which would otherwise have been spent in 
thinking out the matter every time. But at the 
sametime the formed habits resist the intrusion of 
new modes of actions; they have become automatic, 
and naturally recur even where the person might 
have preferred to act differently, if he had had an 

x , . , occasion to deliberate. It is for this 

Its importance , , , . , , . 

in commerce reason that capturing a market is so 

■ important in commerce. When one 
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is habituated to purchase his goods from some parti- 
cular merchant or producer, he likes to go on 
purchasing from him, and if any new producer or 
merchant- tries to catch him, he has to create a new 
habit in him in place of the old. Therefore, those 
who hold the marker have an advantage over the 
now competitor. If any accident, as war. enables a 
new competitor to establish himself in the market 
then old producers lose the market and Inna 
recapture it. it is true that they do not kind very 
great difficulty in the recapture because oL old 
associations, unless the new producer has also 
established the superiority and cheapness ofhis goods 
This strength of habit, thus, prevents new systems of 
wants from developing easily and when they do 
develop they die our slowly. 

This is tiie cause of extravagance. W hen we 


it 1 o get an increased income, we do not 

(jiute know what to do with it and 
become extravagant m those item* of expenditure 
which please, us ur tickle our fancy. Gradually we 
perceive better modes of spending our money and 
reorganise our budget. On the other hand when 
our income is decreased we find it 
difficult to get over our existing habits 
at once and so run into debts. 


The principle of the formation of habits is also 
responsible for the fact that, acquired 

b?XiTsJo"d' 1 wauts - i’ 1 ‘wnrao tinl0! 1)0001110 

ii a cure. second nature. We have seen how 


clothing a secondary want lias now 
become as important as food itself. We see some- 
thing new, we use it and become habituated to its 
use, and then wo find it difficult to give it up. There 
are the inveterate cinema goers. 

This principle leads to a gradual rise of the 
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Ts* *n tl e standard of life. New wants become 
standard of life, established and one must earn suffi- 
ciently to satisfy all of them. But a 
great care has to be taken in the selection of new 
wants for both injurious and beneficial wants can 
be developed and then they become ingrained as 
habits. The selection is generally made by social 
associations and life. It is, therefore, very important 
to provide good influences and beneficial institutions 
where labour is concentrated. Permitting ale-shops 
and gambling houses to exist in such places decreases 
the efficiency of the labourers and causes a general 
decline and demora- lisation. Only 
sociai r choice. thinking individuals make independent . 

choice, the general run of mankind 
take things as they find them. For them the choice 
is made by the society, and society’s choice is ulti- 
mately effected by the care and wisdom or ignorance 
and neglect of the great ones, who carry prestige in 
the general estimation. The private interest of the 
■dealer will make him open an ale-shop, and if he 
continues to thrive in such trade it is because of 
the neglect of those who can and should give a. 
better lead to the social choice. 

Another connected principle is that the satisfac- 
tion of a want does not extinguish it 
Satisfaction in- £ or ever but increases its intensity 

recurring 1 inten- ' vviien it; recurs - . Eacl1 recurrence fixes, 
sity of wants, its roots deeper in human nature and 
• * it brings with it a greater force of 

desire and will than before. This is another result* 
of the same law of habit. It is another explanation 
of why secondary wants become as forceful and 
compelling as the primary ones. And this is why 
the religious minded point to the folly of, eliminating 
wants by satisfying them, which only increases. 
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tliem further. 
As we try 

Effort for 
satisfaction in- 
creases wants. 


begin to want. 


to satisfy our wants their number also 
increases. New activity creates new 
desires by requiring new things to 
help that activity, or by bringing us 
into contact with new things which we 
Travelling abroad may create wants 
for things which we had never known before. A 
. scientific enquiry may make us require new instru- 
ments. An increase in our physical exertion, and 
specially when that exertion is monotonous, may 
make us need recreation and excitement more than 
before. This is why the labourer runs to the ale-shop, 
tea shop or the gambling table or the cinema after 
his day's work. 

The increase in the intensity and number of wants 
may or may not be good spiritually, 
that is a question with which we are 
not concerned at present but it does 
lead to a greater effort to satisfy those 
wants, and so to an increase in produc- 
tion and advance in material pros- 
j>erity. Even spiritual knowledge and progress is 
due to an increase in the intensity and number of 
the spiritual wants. The whole creative energy 
which has made the human world what it is today 
has been prompted by the increasing development 
of wants. It is "divine discontent'* which by 
impelling us to greater and efforts increases our 
power and mastery over nature, harnessing its 
unlimited resources for the comfort and enjoyment 
of man. An increase in wants leads not only to 
material progress but also to the development of 
social ideas and feelings. It teaches mutual help and 
association. The old self-sufficient groups are broken 
and the whole society is closely knit together, for 


Increase in 
wants leads to 
material pros- 
perity anil 
economic 
solid aritv. 
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none can satisfy all his wants himself and must 
increasingly depend upon the labour of his fellow 
members, and therefore, all should begin to think 
and feel in common terms. 

Another effect of the increase of wants noticed 
_ by the biologists is a decrease in 

wants^leads to birth rate. As man’s intellectual life 
lower birth develops, it turns sexual energy in 

rate * other directions or what is called a 


Process of 
sublimation. 

'There is an 


process of L ‘sublimation” takes place, 
decreasing the birth rate in society, 
economic reason as well. An in- 


urease of wants means both a rise in the standard 


of life and a harder struggle to procure wealth for 
satisfying our wants. Naturally, therefore, prudent 
men will not like to have many children unless they 
are able to provide for their children in the 
•.same standard of life. They are likely to exercise 
moral restraint. 


This principle supplies another natural check to 


Natural check 
to increase ot 
population. 


the increase of population. It develops 
in strength with the increase of 
material prosperity and production, 


and then further develops production 


in its turn. For while the increase of wants checks 


the birth rate on the one hand it increases production 
on the other. 


Man’s wants are unlimited and are capable of 
indefinite development. But the in- 
Limits to. dividual’s consumption is limited by 
0°iftpu“ P mco m e. certain tendencies. Firstly there is 
price level. the law of satiety based upon that of 
diminishing utility, when the utility 
av, o sa le y, zerQ p 0 ^ n £ 0 f sa tiety is reached. 

This is the physiological limit to consumption. 
Every person tries to satisfy his wants upto ^the 



484 : 


ELEMENTS OF ECONOMIC PRINCIPLES 


point of satiety and does not like to consume more. 
Although the same want ma} r reappear, when the 
physiological need is felt again, still for the time 
being every individual want is removed by satisfac- 
tion. Consumption beyond the point of satisfaction 
may even cause disutility and discomfort as is the 
case when a person is made to drink or eat even 
though he is not hungry or thirsty. Further the 


Expenditure 
of time. 


time at the disposal of a person also 
limits his consumption just as his 
money resources do. One with limi- 


ted funds must so arrange his expenditure as to 
derive the greatest satisfaction therefrom. Similarly 
he has got a certain period of time and must distri- 
bute his time between the satisfaction of the different 


wants, such as recreation, instruction, social inter- 
course, toilet, taking food and so many others, in 
such a way that he obtains the greatest possible 
satisfaction from that expenditure of time ; or in 
other words, like his income he arranges liis time in 
some such way that the last instalments of all things 
consumed in a certain period of time yield, as nearly 
as possible, equal utilities or satisfaction, so that the 
consumers surplus from that expenditure of time is 
the greatest possible. Often it happens that a person 
finishes his meal hastily or even leaves it half finished 
so that he may be in time for the cinema, or may 
catch a train, or may go to school. In those cases 
the satisfaction expected by going to the cinema or 
the school is greater than that which would have been 
obtained by eating the remaining food, ' 

The foregoing discussion brings us to the third 
^ . limit, the comparative utility of things 

’ utiSty ara ^ consumed. If . within Our resources 

of time and income we find that one 


‘thing will yield more utility than another then we-- 
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of two things, we 
their 


will naturally consume the former. But comparative 
utility is always referred to compara- 
tive cost. Even if a commodity is 
much more useful than another, but if it is beyond 
our resources, we will not purchase it. Further 
when we compare the utilities 
do not compare their absolute utilities but 
surplus utilities, i. e the utility which each commo- 
dity yields over its cost. We compare not merely the 
utilities but also the costs, so as to get the maximum 
satisfaction from that expenditure of costs. Lastly 
our consumption is limited by our resources or 
Income income. If our income is large we 

AUoollit * can purchase the costly commodities, 

and if the income is small even the cheap commodities 
may be beyond our means. The consumption budgets 
of poor people find it difficult to provide for the 
ordinary amenities of life. 

In the modern economic life the cost of commo- 
dities is represented by the price-level. 
If the prices are high, the same 
amount of income will yield smaller satisfaction than 
it will do when the prices are low, because with 
higher prices smaller quantities of commodities will 
be purchased and our wants will not be as well satis- 
fied as before. If the rise is in the prices of certain 
particular commodities only then the 
influence of the rise upon the con- 
sumption of any class of persons 
depends upon the importance of those commodities 
in the consumption budgets of that class, the elasticity 
of the demand for those commodities, and the 
availability of cheaper substitutes. If the food stuffs 
rise in prices, generally the poor will be hard hit, as 
the major part of their income is spent on them, but 
the rise will not affect the rich very much. If only 


Price-level. 


Particular 

prices. 
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one stuff, e. g. wheat rises in price then the effect 
wi]l he mitigated by the adoption of cheaper food 
grains. As the demand for food grains is not very 
elastic, a rise in their prices will leave a smaller 
margin of income to be spent on the other items of 
the budget. On the other hand if the rise is in the 
price of commodity the demand for which is elastic, 
or which does not occupy a very important place in 
the budget, on which only a small part of the income 
is spent, or for which a cheaper substitute is availa- 
ble then the effect on the total satisfaction will not be 
very great, for either the commodity will be con- 
sumed less, or a substitute will be adopted, or even 
if it has to be consumed as much as before the 
■decrease in the margin available for other purposes 
will not he heavy. If the change is in the prices of 
commodities used by the rich only, as motor-cars, 
the decrease in total satisfaction will be small, because 
the demand for such things is generally elastic, and 
secondly because the rcsomces of the rich arc high. 
Oil the other hand a decrease in the prices of certain 
commodities will give a wider margin for expendi- 
ture in other ways, the width depending upon the 
saving of income made from the consumption of 
~ , . those commodities. If there is a 

eneia piu.es. g Criera j lowering of prices then the 

total satisfaction will be increased. The index number 
at the time will indicate the general rise or fall of 
prices. The way to frame it has already been ex- 
plained in another place. The general level of prices 
will rise or fall under the action of some forces of 
general affect such as war, inflation or deflation of 
currency, rise or fall in the value of the money metal, 
a decrease or increase in the general productive activi- 
ties of the society, an economic crisis or a general 
condition of prosperity and an increase in population 
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•or the general demand. The affect o£ a rise or fall 
in the price-level is felt mostly by those whose in- 
•comes are fixed. If the incomes also rise and fall at 
the same time then the effects wil be 
incomes. a ° a little different. If the incomes rise 
with the rise of prices, and rise more, 
then the total satisfaction will be increased, and if 
they rise less than the prices or remain stationary 
then the satisfaction will be decreased. If, on the 
•other hand, the income falls equally with a fall in 
prices, the satisfaction remains the same, if it falls 
more then the satisfaction is decreased, and if it 
falls less then the satisfaction yielded is increased. 
'Generally if the change in prices is sustained for a 
-sufficient time wages also follow, although they 
take more time in rising than the prices. To 

keep them varying in production a system of 
-sliding scales may be adopted. It is, however, 
often inconvenient and difficult to decrease wages 
with a fall in prices, because when once a person 
becomes accustomed to a certain income a decrease 
in it is felt as* -a hardship. The entrepreneurs are 
the persons whose incomes rise and fail automatically 
with the prices, for their profits at any particular 
time depend upon the prices of their produce ruling 
in the market. 

While the satisfaction of the individual depends 
upon his money income, the total satis- 
ocia output. faction available to the society as a 

whole depends upon the total social production or 
output of actual commodities- and services. One 
•can consume only what one produces or its equivalent 
in exchange. One person may produce more than 
another, and he will be able to get larger quantities 
of goods in return for his produce and thus increase 
Ms satisfaction. Or even though he produces the 
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same quantity of goods, still an increase in the prices: 
of his goods relatively to other commodities will give* 
him a larger quantity of goods in exchange for his.” 
own than before. But this extra satisfaction will 
be at the expense of the satisfaction of the other 
members of the society who have to spend more 
on his goods and so get a smaller margin for other 
expenditure. Where several communities exchange 
goods with each other, a relative increase in the 
prices of the goods of one community will have a 
similar result. If the demand for its goods is- 
inelastic, then such a rise will decrease the satisfac- 
tion of the other communities ; but generally such 
commodities in international trade are produced not- 
by one country but by other countries as well, and 
they have a world demand and a world supply 
price, so that a rise of the local prices decreases: 
the foreign demand for them, and the prices again 
tend to come down. Therefore, a nation will 
ultimately get from other nations what its own 
commodity supply, which it is read} 7 to give in 
exchange, will justify, or its satisfaction will depend 
upon its production. So far as the internal exchange 
is concerned the total satisfaction of the society 
clearly depends upon the total output of commodities, 
the relative increase or decrease of the satisfaction 
of particular individuals being neutralised the total. 

National ^ na ^ on?s production in a year is* 

■dividend. called the national dividend or income, 

and it is this which determines the. 
satisfaction available to the members of that nation. 
If a nation consumes more than it produces, then 
it borrows from other nations, and must in future- 
produce more to pay for the debt or should consume 
less. A mere general rise in the prices of its goods, 
without any change in the output of the commodities:' 
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-will not affect its total satisfaction as the same 
nates between different goods will be maintained in 
-the internal exchange. A similar result will follow 
a general lowering of the prices. Therefore, the 
Economic economic prosperity of the nation as 

prosperity. a will be determined by the 

amount of its production. When 
its nationals earn more than in proportion to the 
rise of prices, they will be well off. They will earn 
more generally when they produce more. Thus 
a generally increased production will indicate an 
increasing satisfaction of wants or an advancing 
.standard of life in the country. The actual condi- 
tion of individuals will depend upon the conditions 
“of the distribution of the national dividend between 
the various classes of producers. 

Another limit to our satisfaction of wants in the 
present is set by the necessity of 
.Necessity of , saving, for it decreases the income 

'limit ’ lo present available for being spent. It should 
satisfaction. be remembered, however, that savings 
represent only postponed satisfaction. 
They will limit our satisfaction only in the present, 
^otherwise in the total they even increase the whole 
satisfaction by being used as capital and producing 
*extra utilities. We may save wealth either to provide 
for those towards whom we feel a duty to do so, 
.such as our children and dependents or any charitable 
_ institutions which we may desire to 

y we save. SU pp 0r t . or provide for our own 
future consumption as prudent persons or because we 
.are induced to do so by the lure of the reward or in- 
terest which we can get by investing our savings. 
Saving neces- Saving is necessary for production 
sary for pro- itself, as these savings supply the ca- 
^duction. pital which increases production and 
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increases our satisfaction. If the whole of our 
income is spent, then while the demand for goods* 
will increase immensely, their supply will decrease 
as no capital will be available to produce the extra. 

quantity of goods wanted. As a result. 
Too much. the prices will increase and the satis- 
mayXcrease Action _ obtained by spending the 
satisfaction. whole income will not be as great as if 
should have been. If the whole income 
is not spent, but an unduly large part is spent, the 
results will be similar. On the other hand saving, 
the whole income is not possible as the wants have 
got to be satisfied, and if only the necessary wants* 
are satisfied to increase the savings, then the incen-7 
five to production will be gone as the demand for 
goods wiil be decreased, and the extra savings will, 
be idle. Saving for the sake of saving is dear to- 
the miser, but economically one saves only to increase, 
his total satisfaction, so that saving' which com- 
pels him to stint himself unduly decreases his present 
satisfaction too much to be a healthy 
An equilibrium 0 ne. An excess of capital also may 
savirfg and ultimately cause a crisis. There 
spending. should be an equilibrium between 

saving and spending, for that will 
also maintain an equilibrium of production and con- 
sumption which is the aim of economic activities. 
While spending will provide the demand for goods, 
the saving will provide the means to supply those 
goods. . If more is spent and less is saved then the*, 
increased demand for the means of supply or capital 
will raise interest, which in turn will induce fresh 
savings till the equilibrium is reached. Similarly if 
less is spent then there will be an excess of capital,, 
a decrease in the demand for it and a fall of interest, 
‘resulting a decrease in the savings. 
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Still another limit to our consumption may be 
Social restric- set by social restrictions. Some- 
tions. times civil laws may lay down the 

kind and quantity of the commodity to be con- 
sumed, or the manner of consumption. Rationing 
of provisions in war time is a case in point. The 
consumption of intoxicants is regulated by the 
state. Even in ordinary municipal life we are 
familar with the rules about driving vehicles, per- 
forming music late at night, and the sanitary use 
of our premises which all prescribe the conditions 
under which we may satisfy some of our wants. 

Consumption is the beginning and end of all 
economic activities. It is the impelling 
Consumption motive, the directing force behind 
production such activities and ultimately the 
1 activities end when the purpose 

of this motive, the satisfaction of wants is fulfilled. 
Between these two points the activities of produc- 
tion, exchange and distribution take place. It is 
natuz’al, therefore, that this impelling motive should 
determine the character and energy of the resulting • 
activity or the quality and quantity 
Producers and 0 f production. If every person pro- 

SeperSe^or duced . g oods . onl y f . or Ms ° 0n ' 

specific goods, sumption this relation would have 

been perfect. But in modern society 
every producer produces for the consumption of 
others as well, while the goods he requires are 
produced by others. Thus while every one is a 
producer and a consumer at the same time he 
may not hold this double capacity himself in 
relation to the same goods. A silk weaver piay 
never use silks himself. Consequently new. produc- 
tion is directed not by the demand felt by a man 
but by the demand of others calculated by him. 
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A tendenc r to ca i cu l a fi° n there may be 

equilibrium. mistakes and the equilibrium bet- 
ween consumption and production 
may be disturbed ; although there is a general 
underlying tendency towards an equilibrium, still 
the disturbances may often be serious and harmful. 
One of the forms of disturbance is an over pro- 
duction in a particular industry owing to some 
miscalculation of the demand, and the resulting 
crisis. If there is a general prosperity in the 
nation and so a general increase in productive 
activity in all times the increased production will 
rather stimulate consumption. As has been ex- 
plained at another place, when all commodities are 
produced more then the ratio of exchange between 
^ them will be maintained, and every 

increased pro- one 1S lively to have sufficient means 
duction may to purchase more of other commodities 
consumption. because he himself has earned more 
by his extra production. Actually, 
however, increased production is likely to be due 
rather to an increase in demand having already 
appeared. An exactly equal increase in all the com- 
modities at the same time is not very likely and so 
if the general increase in productive activity is 
without a pre-existing increase in the demand, then 
actually it may bring about a crash sooner or later. 

Another result of the separation of consumer and 
producer of specific goods is , that 
determine 11 ma ^ °^ en an imaginative producer may 
consumption. invent new designs of things and 
may stimulate new kinds of consump- 
tion. Thus instead of the consumption determining 
production the converse may be true. It is what 
we see happening every day. The systems of adver- 
tisements, fairs, shows and markets help in this 
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work. New styles and fashions are creating new 
"wants every day. Indeed if this were not done, there 
would have been little work for the producer. 
Ordinary wants can be satisfied in a simple way 
with much less effort. It is the variety of the 
ways of satisfaction that leads to new tastes, new 
ideas of comforts, a higher standard of life, and an 
increase of production. It is a kind of circle, pro- 
duction stimulates consumption and consumption 
determines production. The relation between the 
two is close and intimate. It is production which 
.supplies a man with the means of consumption. 
Consequently the means will determine what and 
how much will be consumed, while the means them- 
selves will be acquired by the action of the desire 
for the satisfaction of wants. And the intensity of 
the desire will determine the quantity of the means 
that can be obtained by people under their parti- 
cular circumstances of material resources and indus- 
trial life. 



CHAPTER XXXII. 


Problems oe Consumption. 

To write adequately on the problems of con- 
sumption would be to write a separate book on 
Social Economics. The subject is vast and of the 
greatest social importance. It is, however, more of 
applied or practical Economics than of the theory 
itself. But a mere study of abstract ideas is barren 
unless we acquire a habit of always considering their 
bearings upon practical problems. In the short 
compass of this book only a very brief treatment of 
some of the chief questions can be attempted. 

Like other activities consumption also is per- 
Social claim on formed in society and its social effects 
our expendi- can not be ignored. In fact part of 
[lSit: our expenditure is often incurred 

specifically for social purposes. The taxes which we 
pay to the government, the "subscriptions to charit- 
able and public purpose are our contribution to the 
well being of the society as a whole. Besides this 
every consumer owes an elementary 
Duty of the duty to society : that he should so 

society. satisfy his wants as not to interfere 

in another’s satisfaction of his own 
wants. Let him deal with others as he would be 
dealt with himself. As it will be an obligation upon 
all, it will increase the satisfaction of every member. 
If a person performs loud music late at night he will 
interfere in the repose of his neighbours. He would 
resent if his own sleep were so disturbed. There- 
fore, he should respect the convenience of others if he. 

494 
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wants' his own to be remembered by them. Thus, 
alone he will contribute to the satisfaction of others, 
and will at the same time increase his own. To lead 
the fullest possible life we must sacrifice part of our 
liberty to the stability and peace of the society. 

Similar conditions will require that a person 
should not arrange his consumption so 
as to injure the social satisfaction, or 
the consumption of the other members. 
If another man commits such an act 
then one would feel annoyed, for a 
decrease of the social satisfaction will 
mean a decrease of one's own satisfaction also- 
sooner or later. And yet that is what is so often 
done. We ignore the Social effects of our consump- 
tion, and prompted by the doctrine of laissefe faire we 
consider ourselves entitled to act in any way we 
please. Apart from the duty which a person owes to 
those who have supplied him with their products to- 
satisfy his wants, even the “enlightened self-interest 77 
should tell him that such actions react upon the doer 
himself in the long run. 

Our consumption may have several injurious 
effects upon the economic activities 
efli l cts 0llS S ° Cial * n societ y* Our* consumption may 
withdraw labour and capital from 
useful social production to produce goods which give 
us a mere passing satisfaction. Thus while there 
may be a shortage of dwelling houses labour and 
capital may be engaged upon building theatres 
and cinemas. Or our demand may engage labourers 
in dangerous operations, such as working in mines, 
and manufacturing explosives. In these cases, how- 
'ever, the social importance of the work may often 
be very great. A third effect may be a decrease of 
the efficiency of the consumer himself, making him. 


Individual 
consumption 
should not 
; decrease 
social satisfac- 
tion. 
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a less efficient member of the society and thereby 
decreasing the available national dividend. Such a 
•consumption causes a double loss to the society. 
* i ,, , One is caused in the decrease of the 
to the society, consumer's efficiency tor future, and 
the other consists in the expenditure 
of existing productive resources on those harmful 
goods, thereby preventing the production of other 
socially useful goods which could have been other- 
wise produced. Alcoholic drinks, obscene pictures 
and literature, gambling accessories and other similar 
objects are examples of such injurious goods. 

, . By socially useful goods is meant those 

socially (.commodities which not only satisfy human 
useful. wants in the present bub also increase a 
nmaids efficiency for the future. Providing 
ordinary articles of comfort would be useful socially. 
Even hoarded wealth will be better than the wealth 


spent in producing injurious articles, for although 
lying idle for the time being, still it can be used for 
some useful purpose some day, while by using it for 
producing such goods it is lost and only leaves a 
decreased efficiency as a legacy. 

An emphasis upon this point does not imply an 


Productive acknowledgement of producing as the 
efficiency chief aim of economic activities, 

necessary for Wants have to be satisfied in the 
tion 16 satisfac " future as well, and a prudent man 
will not like to endanger that future 
“satisfaction by impairing his productive efficiency for 
the sake of a passing pleasure. Just as he will try 


to save part of his income for future consumption, 
.similarly he will so arrange his economic activities 


as not to hinder such activities in the future. For 


saving he could have an excuse, that his income 
"was small. In this case even that will not help. 
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He may spend his income to please himself, but he 
should not feel satisfied at having his future satisfac- 
tion decreased by his own action. Therefore, to 
secure a large total satisfaction itself it is necessary 
that the productive power for future may be. 
preserved. 

The enjoyment of luxury is attacked on such 
1 m of grounds. Luxurious goods may be 
“Luxury’ \ divided into two classes. One class con- 

sists of such goods as are harmful to 
the consumer himself. About these there will be 
no dispute. They stand condemned. The other 
class of goods cosists of commodities or services which 
satisfy our superfluous wants, or wants due to a 
whim, fancy, caprice or a kind of ticklish sense of 
comforts. Although these latter kind of ^goods can 
not be said to contribute to the pro- 
Artaad°oalto7 duetive efficiency of the society, still 
they are not altogether barren of good 
results socially. In the first place the luxurious ex- 
penditure encourages art and develops the finer side 
of production. The aesthetic sense is developed in 
the society and the pleasure derived from this source 
is not negligible. It is possible not only for the rich 
to have this pleasure but 7 the poor man may have it 
in the public parks and public picture galleries. 
And the credit for developing this art^and culture 
should go in a great measure to the luxury of the 
well to do. Human happiness depends not only 
upon material goods but also upon mental pleasure, 
and the importance of the spare expenditure of 
the rich in this connection can not be doubted. 

Secondly even luxurious expenditure gives work 
to labour and transfers wealth from 
work. eS n6W the rich to persons who are in greater' 
need of it. If this expenditure is 
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.altogether banned then after the satisfaction of the 
ordinary wants the extra wealth will lie uselessly 
with the rich, and some of the labour that would 
have been used will also remain unemployed. 
Further, if a variety of enjoyment is thus made 
impossible for the individual an incentive to creative 
T effort will be gone. Many are led to 

effort. increased exertions by the ambition 

of one day -living as happy a life as 
they perceive others doing. The rich man’s luxury 
is a proof of the possibility of the success of human 
efforts, and is an encouragement to another to 
attempt what others have already proved to be not 
unattainable. There is an element of truth in these 


... ,, contentions but it can not be denied 

a * that there may be circumstances 
which may make luxury out-of-place sometimes. 
If the pressing needs of the society have been ful- 
filled then the extra work created by luxurious ex- 
penditure will undoubtedly be helpful. If, however, 
numerous people be homeless, or be living an un- 
healthy and crowded life the labour and capital that 
is spent on the pleasure houses for the well-to-do 
would have been more usefully spent in solving the 
housing problem. It is tpue that in actual practice 
A middle a regulation of this kind is not 

course. Q possible, ^ still it is possible to strike 
r out a middle course of discouraging 
excessive expenditure on luxuries, specially of those 
kinds which do not develop the artistic taste, or 
which are injurious to the efficiency of the consumer 
himself. While luxury should be allowed to per- 
form the social function of advancing art and 
culture, and encouraging creative efforts, all waste- 
ful expenditure should be avoided as much as 
possible. 
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That expenditure may be considered to be waste- 

“What is waste ^ does yield a satisfaction 

commensurate with its cost. Thus 
from the individual’s point of view goods that are 
lost, destroyed, thrown away, or rotten are wasted. 
The productive effort that was spent upon them has 
been lost without giving any satisfaction. The fresh 
effort required to, replace them will be withdrawn 
from some other production which, it would have 
effected if this wastage had not taken place. It is 
waste also from the social point of view, In this 
the two view-points coincide. But there may be an 
■expenditure which may not be a wastage for the 
individual, and yet may be waste for the society. 
Even drinking and gambling may be considerd by 
the individual to yield a satisfaction e^ual to the 
■cost, but from the social point of view the produc- 
tive effort spent upon manufacturing wine would 
have yielded greater satisfaction if it were spent 
upon producing food stuffs. When vast areas of 
land are kept from cultivation to provide hunting 
preserves for the owner there is a social wastage. 

From this point of view it is better to spend our 

.Durable goods “ more on durable goods than 
are socially on perishable goods. In the case of 

more useful durable goods productive effort is not 

able. tlieperiSil " 011 ^ re T ueilt renewals. Of course 
such necessaries of life as food have 


to be consumed, but where a choice is possible it is 
.•socially useful to produce durable goods. 

The great social importance of what and how. we 


State control of 
consumption. 


consume to satisfy our wants has led 
to the advocacy of state control of 
consumption. Some persons would 


prefer to see the state making no interference, and 


leaving the people free in this respect. But soma 
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kind of control has always been considered neces- 
sary. In fact ail organised social life will become 
impossible if perfect liberty were allowed. 

The objects of state regulation may be many. 

The aim may be to secure as full a 
Anns of state pf e as possible to every member of 

its methods. the state by prescribing the way m 
which one may use his property so as 
not to interfere in the legitimate of enjoyment of 
another. Such regulations are a part of the ordinary 
law of the land or are incorporated in municipal 
rules. Another aim may be to save the consumers 
from being cheated by penalising adulteration of 
goods, licensing dealers from whom reliable goods 
may be obtained, and by fixing prices. This last 
method is seldom adopted now. A third object may 
be the conserving of supplies in times of emergency, 
as happened in the last world war. Or the aim 
might be to correct certain habits of consumption 
by regulating the sale and purchase of certain com- 
modities in the interests of the consumers. The 
regulation and control of intoxicants and poiso- 
nous drugs with this purpose exists in all pro- 
gressive states. And lastly a state may try to 
encourage the use of certain commodities at the 
expense of others for the purpose of establishing an 
industry in the country. This may be done 
either through a policy of protection by making the 
foreign commodity more costly than the home made 
one, or by prescribing the ways and the occasions 
on which a particular commodity is to be used in 
preference to the other. Other w~ays of state inter- 
ference are the penalising of activities like gambling 
or keeping gaming houses, and the taxing of certain 
kinds of consumption. Taxes on consumption, how- 
ever, are mostly for the purposes of revenue when 
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they are not excise or protective customs duties, 
but are in the form of direct taxes. 

Remaining absent from a productive process and 
Problem of receiving an income is not very 

absenteeism. commendable from the economic point 
of view as it means the waste of an 
amount of labour in idleness which could have been 
better utilized. But in the case of the capitalist- 
, . , absenteeism is indeed beneficial. It 

goodf Cal>1 a lbt ena bles the capitalist to invest from a 
distance without himself being present. 
This increases the mobility of capital. If the capi- 
talist had to go himself with his capital then the 
movement of capital would have been greatly hindered. 
Absenteeism of the capitalist enables capital to go 
where it can be best employed. Itisahelpin increasing 
production* It is good in another way. It enables 
the separation of the functions of the 
capitalist and the entrepreneur. The 
possession of capital does not mean an 
ability to organise industry. When the 
capitalist contents himself merely with 
supplying the capital he enables the organising of indus- 
tries to be performed by those who are most capable for 
it and thus helps in the development of producton. 
His consumption of his income, therefore, is not 
socially bad but useful. 

But the absenteeism of the landlord is bad. He is 
not a mere capitalist supplying capital. 

Landlord’s j n case the difference is that the 

absenteeism — , , n 

bad. tenant cultivator will not do many 

things which only the landlord can. 
Thus the tenantwill not make permanent improvements 
will not be able to use costly machinery or introduce, 
large scale production to any extent. If the land-lord 
himself attends to the work he can undertake more 


Functions of 
capitalist and 
entrepreneur 
separated. 
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costly but improved methods of cultivation and can 
increase liis production. 

Those who go on tours are helpful in bringing new 
ideas to their country, but their con- 
Of the toiuistb. sunl p^ 011 g 0C ially wasteful so far as 

it is of those goods which are produced twice for 
their use, such as houses built for liis use in the home 
and the foreign countries. They are generally goods 
of usufructuary consumption. In case of goods of 
destructive consumption the position as between the 
two countries or between two places in the same country 
may be different, but on the whole the consumption 
is of the same amount. It is true that this consumption 
is not producing anything at the time, but travelling 
for change, and recreation even does increase efficiency 
of work rdt.imately if not indulged in immoderately. 
And then it does help in the propagation of new ideas. 
But as between the countries the tourist benefits the 
producers of the countries in which he tours at the 
cost of those of his own native land. 

Consumer's associations can be either for the enjoy- 

Oonsumer’s m ent of goods in common or for 
associatfons. cooperative purchase and sale of goods. 

The former kind are true consumers’ 
associations, while the latter belong in one way to 
•distribution as well as to exchange since they do the 
work of the merchant and distribute the profits, which 
the merchant used to get in a new way. The main 
purpose, however, of those associations also is to assist 
the consumer and as such they are properly dealt 
with in this department. 

Association for common expenditure is the charac- 

^ teristic of communistic societies and 

For common • tx 

expenditure. doctrines. Its economic advantages 

are undoubted. The right of spending 
from the common store might be according to one’s 
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wants, as was the case with communistic societies, 
or according to one’s contribution as is common in the 
common messing system of school boarding houses. 
In the former case a rigorous discipline has to be kept 
to prevent persons from consuming more than their 
share, while in the latter this object is automatically 
secured. The former failed and the latter are in 


general use everywhere. They do effect a great 
deal of economy in common expenditure and save a 
good deal that would have been wasted if each had 
made his own arrangements. It is a kind of large 
. . scale consumption. But its limitations 

Lal!,i1 '' are clear. It has to be a very small 

association so as to keep personal supervision possible. 
What is very significant is that they generally obtain 
amongst persons not living in families. Theijp is a certain 
-charm and comfort of family life which is not obtain 
able in them, and so association of families in common 
consumption is not likely to be so successful except 
for temporary purposes, as in a hotel. 

On the other hand the other kind of organisations 
for cooperative purchase have deve- 
purcha^3. LV6 loped immensely specially in England. 
1 They were founded expressly with 

the object of eliminating the profits of the middle 
men. They are consumers’ unions which purchase 
wholesale from the producers direct 
Characteristics. W ^] 10U ^ an y intermediary middleman. 

These goods they sell to the members and also to the 
public at market rates. The prpfits - that are^ made 
.are not distributed to the inejabers according to 


their share capital for that woffl'd haye been against 
their basic principle of eliminating profits, but tffey ^re 
•divided amongst the members accprc^ing ,t° their pur- 
chases, providing an inducement to purchase fromthb 
■cooperative stores only and not from the ord inary shop- 
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keepers. Or a member may leave the dividend with the- 
society as capital lent by him and get on interest for 
it. All the profits are not so distributed but a part, 
goes to the reserve of the society so as to increase its- 
business and part is spent in works of social benefit 
such as reading rooms, schools, thereby providing, 
other advantages besides the cheap cost of goods 
to the members. Sometimes these societies federate 
themselves and form wholesale socie- 
societies . 16 ties. With increased resources they 
even start mills and factories, and be- 
come their own producers. The management is en 
trusted to a paid directorate responsible to a body of 
representatives of the various unions. There are two- 
very efficient such wholesale societies in England. But 
in these cases the general body of consumer-members 
loses toucfi with management and bureaucratic 
methods and favouritism creep in. The labourers in 
the mills have no voice in the management which 
is carried on in accordance with the ordinary capital- 
istic principles. 

Advantages of such associations are great as; 

they are in all forms of coopera- 
Advantages. tion. They develop mutual confidence-, 
and respect and are a training in combined action, 
thrift, and democratic organization. Economically 
they eliminate the middlemen and make his profits, 
available for other purposes. They distribute those 
profits amongst the members and help to decrease 
the inequality of wealth. They stop unhealthy adver- 
tisement and adulteration of goods. But what is. 
more important still is that they help to adjust pro- 
duction and consumption exactly by bringing the 
producer and the consumer in direct contact. Th.^ 
loss of this contact is one of the evil effects of the 
present industrial system making miscalculations 



PROBLEMS OF CONSUMPTION 


505 


about the demand possible. Moreover, these associa- 
tions having a certain demand in their control often 
•develop production of goods and thus become a 
means of the advance of cooperative production, as 
they are doing in England. In ordinary capitalistic 
production the private manufacturers may find it 
unprofitable to provide some services which the con- 
sumers require, but a consumer's association may 
provide for them. That is the principle of the provi- 
sion of electric and water supply by municipalities. 
Further private producers may form amalgamations 
.and establish monopolies to the detriment of the 
•consumers. But if the consumers themselves become 
the producers they will be automatically protected 
from the monopolistic exploitation. 

But such consumers’ associations can be formed 

. . only in a limited circle. The numerous 

ojiiuiu-moiis. consumers scattered all over the 

^country cannot be brought into one association. More- 
over as the management is to be by committees it 
is not likely to be so efficient where the risks are 
great, or where standardisation of products is not 
leasable and veriety to suit individual tastes is 
required. Cooperative stores often do not provide 
novelty and variety in their goods for the sake of 
•economy. 

The food problem has already been discussed 
. in connection with Malthus’ law of 
problems 6 — al population. Population has been in- 
Food problem, creasing at a rapid rate. If the natu- 
ral checks of wars, famines, epidemics 
had not been there, the rate would have been greater 
«till. We have seen another check in the growth of 
wants, which decreases birth rate. Still the population 
goes on increasing and it does become a question 
whether the food supply will be sufficient to main- 
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tain the increased number. Taking countries 
separately the situation sometimes may be serious. 

For particular countries it may be true that the 
food problem can become acute but 
la Instill 0 up] C< ^ for the world as a whole it may safely 
waiting’ be said that if a country applies its 

utilization. productive energies properly in produc- 
ing things for exchange, it may get food even 
though it. does not cultivate enough itself. Moreover, 
vast unoccupied lands are still waiting utilization. If 
the whole available land were brought under use it 
would be able to support a far larger population than 
it does at present. 

Even tiieii it may he admitted that the population 
^ is undoubtedly increasing. The exact 

truth. 16 Ka r ratio of the geometrical and arithme- 
tical progression is farfetched, but 
that there is an increase can scaicely be doubted. The 


problem is complicated by the attempt of powerful 
nations to gain control over as much of unoccupied 
lands as possible to the exclusion of others. 

But then we should not. forget, the scientist and the 
principle of substitution. That. patient 
aldtlifLwh worker for knowledge may one day 
substitution. announce to the waiting world his; 

success in producing artificial food, 
and we should remember that the law of substitution 


permits us to use one kind of food for another. The 
possibilities of this line of development are immense ; 
the hopes are not unjustified by past record and the 
solution of the food problem may come one day from 
the laboratory. 

One of the most serious problems created by the 

wage system is that, of unemployment, 
unemployment. T * i . • i , * 1 , J « 

In industrial countries hundreds or 


thousands labourers are thrown out of work simulta- 
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neously. In India the problem of unemployment is 
acute specially in the middle classes, and the poorer 
classes also live in abject poverty. Various .schemes 
are being tried to relieve it. Assisted emigration 
and settlement in other countries with full rights of 
citizenship is one. The opening of relief works 
such as building of roads, bridges, railways and 
canals to relieve distress is another. In India this 


0 , , method has been successfully worked 

in famine relief. The main principle 
of this relief, whether given to the unemployed or to 
the famine stricken, is to provide work at subsistence 
wages. The remuneration is just sufficient to supply 
the necessary cost of living, so that the moment the 
conditions of industry improve, the extra wages 
available elsewhere may be drawn away# from the 
relief works and the government resources, may not 
be unnecessarily taxed. 

Another scheme tried in European countries is 
-r~r . , that of unemployment insurance. An 

insurance. insurance against the risk of unemploy- 
ment is effected for the labourer 


partly at the cost of the state and partly of the 
labour. If the labourer is thrown out of work then 


he is offered work at the standard wage, which is a 
mere living wage just to supply his bare necessaries. 
If he can get better work he refuses the aid other- 
wise he accepts. If no provision for work can be 
made the insurance benefit is paid to support him 
while unemployed. This problem is assuming such 
a shape that inspite of all that is being done it has 
not yet been fully brought under control. The 

Social danger unempl°y e <l concentrated in such 
ocia angei. } ar g e numbers in particular places, 

as industrial labourers generally are, are a 
danger to social peace. Moreover, the society 
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Social hag a m0 ral responsibility also for 

r J their maintenance in as much as this 

phenomenon is a result of the modern industrial 
organisation, from -which the other classes are deriving 
special benefit, and so the state rightly takes 
responsibility for it and subsidises the unemployment 
insurance. The contribution of the labourer also 
may be defended on the ground that the risk of 
unemployment has now become a common risk of 
wage- work and so the labourer is likely to provide 
for it in the rate of his wages, specially when he is 
backed by powerful organisations like trade unions. 
The justice of poor relief is now seldom questioned 
. and it i s recognised that the state 

j u{ ^ has a responsibility for the destitute 
aud the disabled members of the society. But the 
method of giving relief is often a point of controversy. 
In India poor relief is mostly by private charity and 

Private charitv. ^ lat a ^° 11 organised but depending 
upon individual action. Such action 
•cannot naturally be very informed. The situation 
here is complicated by the existence of large numb ers 
of religious ascetics whom it will he difficult and 
well nigh impossible to bring to the workshop, nor 
can the people bo prevented from helping them. 
There is a large class of street beggars, and their 
number is swelling. The problem will have to be 
faced one day, and the sooner it is recognised the 
better. Private relief is not likely to he so well 
informed and is likely to he wasteful, specially when 
it is not given in an organised form. In such cases 
public relief is of greater benefit as it can be more 
t> , , v , extensive than the private one. The 
government can also make the relieved 
do work, which private individuals are unable to do. 
The chief point in this case as in that of unemployment 
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relief is that the allowance given or wages for work 
offered be sufficient for the bare necessaries of life so 
. that they may not provide an induce*- 

of re^ei C1I>le ment to receive relief even wh - en work 
elsewhere be available. -In the case 
of the crippled and the disabled this principle will 
not apply. They have to be maintained permanently 
.and there is no point in giving them relief and yet 
keeping them in misery. In their case a higher rate 
meeting the ordinary wants of food, shelter and 
-clothing is necessary. 

There is a controversy whether outdoor relief is 
superior to the indoor relief of the 
Outdoor relief, an <3 workhouses. It is 

urged in favour of outdoor relief that it maintains 
the self-respect of the relieved which tney lose if 
they come to the almshouse or the work-house, that 
one can easily find out their condition and necessity 
by going to their place. A third argument presented 
is that the number of people requiring relief at 
different times is not the same but is varying, so the 
public houses built for the housing of the relieved 
.are likely to be insufficient at one time and will 
remain empty at another and this involves a wastage. 

On the other side it is argued that in outdoor 
relief there are many chances of fraud 
Indoor relief. and misrepresentation. The dishonest 
may try to show themselves worse off than they 
really are just to get the relief, or they might be 
getting relief at the same time from other sources. 
‘These things are not possible if they have to reside 
in the public almshouses when receiving relief. There 
full supervision can be kept over them. Moreover, 
it often happens that when work in industry revives 
jagain, the employers reduce wages in expectation of 
the deficiency being made up by public relief. But 
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if tlie relief be given indoors the relieved cannot 
work for others till they leave the almshouse and so 
there is no inducement to reduce wages. Indoor 
relief is easy to manage and work. It is true that 
some of the poor will find it difficult and humiliating 
to come to ihe almshouse, but this very reason will 
prevent people from coining* to ask lor relief at the 
cost of the tav payer unless they are absolutely 
red uce- 1 to a d-*stitrJe condition. While the advan- 
tages of indoor relief are undoubted, this also has to 
be admitted that it is bound to leave many unprovided 
who prefer to suffer starvation to tin* humiliation 
of the almshouse. Bui probably such cases are better 
met by private charity il»an by government relief. 

One of the most pressing and important problems 
is that of housing. Over-crowding is 
injurious to health. Enquiries and 
statistics collected in England show 
that the the death rate, oud specially 
the infantile mortality, is groat in those classes that 
live in overcrowded houses. In Manchester the 
^ proper number of persons per bed 

room is fixed at 2*5 persons, one child 
in I n filar counting as one half, more than this 

is considered overcrowding. In India, 
the position is simply deplorable and unhealthy in 
the extreme. In small single mud huts with thatched 
walls and roofs of a few square yards without windows 
crowds the ■whole family consisting not only of the 
husband and the wife but of other relations as well 
in addition to the children. The condition in the 
rainy season becomes terrible. Even the middle 
classes live five and six, and oftcu more per small 
rooms. In crowded towns like Calcutta and Bombay 
Evils of whole families live in single rooms in 

crowding. which the rays of the sun never enter- . 


TTopsnu>* pvn- 
l)lom — us im- 
port UK o. 
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These single rooms are not bed rooms with separate 
kitchens, but are kitchens bed rooms, sitting rooms all 
combined. Such a condition of life is exceedingly in- 
jurious to physical, intellectual and even moral health, 
A certain amount of home comfort is necessary 


i x for efficient life, and home comfort 
olhouTin^acco^ ’ to a vei 7 gJ’eat extent depends on the 
modaticm housing accomodation available. Over- 

health crow diug destroys all privacy and 

causes moral deterioration. Proper 
comfortable and sanitary houses are an essential of 
human welfare. The need of a good house is one of 
the primary wants. It is as necessary as food for a 
robust healthy life. In old days every one had his 


In old days own house built by himself, which was 
people had tlieir generally adapted to his needs. Al- 
own houses. though they were not quite so sanitary 
as houses built now are, but usually they were 


"Wage system healthy and open. But the development 
uinf rents. of the industrial life has introduced the 


wage system. The labourers crowd into cities and 
live in rented houses. As they are unable to pay 
high rents they crowd in slums. The provision of 
good sanitary houses at a moderate rent is one of the 
greatest necessities for their welfare. 

There is a disadvantage in building a house for 
the labourer and transfering the 
Disadvantage ownership to him for he then becomes 

its remedy. 0111 fixed to that place and his mobility 

is decreased. This system is good 
for the cultivator who ispiaturally attached to the 
locality where his laud lies, but for the wage earner 
it is advisable to supply a suitable house at a 
moderate rent. To build good houses and rent 
them on small rents is not a business 
Schemes. proposition, and the problem can be 
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Garden cities. 


tackled only by those agencies -which do not care 
to derive great profits from building houses for the 
labouring classes. It is done by the employers when 
they build garden cities for their 
labourers near their factories instead 
of the labour barracks. They undertake the ad- 
ditional expense because it repays them in the 
increased efficiency of their workmen Sometimes 
garden cities are built for the middle classes also. 

Or such work is undertaken by semi-- 
ttnopic s'ocLties. philanthropic societies which build 
houses only with the intention of 
providing better housing accomodation for the poor 
classes. Sometimes perpetual funds 
are founded for this purpose, their 
interest utilized every year in build- 
ing new houses. The increasing receipts from rent 
also are used for the same purpose and so 

building fund 


Perpetual 

fluids. 


The increasing 

the 

goes on swelling. Houses are also 
built by cooperative consumers’ socie- 
ties. In United States cooperative 
building societies have been exten- 
sively founded and are the most 
developed form of cooperation in 
But the problem is so great and the 
work to be clone so immense that private agency 
alone cannot cope with it. In such 
cases it is the duty of the society as 
represented by the state to take up 
the work, and in European countries the state is 
doing it. In England the state grants a yearly subsidy 
of £. 6 to £. 9 per house built by private enterprise 
with certain conditions about selling or letting of the 

State sndsidv - 10URes a]Q d provided, they are rented 
in England/ to the working classes at a certain 
limited rent. The Chamberlain Act 


Built by coo- 
perative build- 
ing societies 
and cons amers : 
societies. 

that country. 


Duty of tlic 
state. 
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also autliorises local bodies to lend to those labourers 
who want to build their own houses 90 °/ 0 of the 
market value at a moderate interest. 

The municipalities have a duty to perform in 
this connection. They supply electric 
works, but are very 


Municipal 

effort. 


In India very 
little is done. 


light and water 

much indifferent to the slums existing 
within their limits. Supply of ‘free or cheap water, 
proper system* of sewerage and watering roads are 
very important and so is the clearing 
of the slums. Indian municipalities 
are sadly deficient in this respect. 
Some thing is being done in Bombay, but an exten- 
sive 1 all India compaign is necessary 
to 1 the ^enei^a/ ^ or ^is purpose. The slums injure 
community also, not only the dwellers in them but 
are a standing danger to the whole 
society and form the breeding ground of many 
social evils. They do not help either the morality 
or the peace of society. For the sake of the com- 
munity which they represent, and for the sake of 
humanity it is the bounden duty and should be the 
first consideration of municipalities to devise means to 

State and^ 
municipalities 


clear th6 slums, build sanitary houses 
and rent them at moderate rates just 
sliouldyombine as they supply water and electricity. 


in solving this 
problem and 
producing 
healthy con- 
ditions of life 


Indeed the electric supply can wait. 
The government and the municipalities 
should' combine in solving this pro- 
blem and making the lot of the poor 
more comfortable, saving the fair name of the com- 
munity and producing conditions of healthy and 
prosperous life all round. 
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ments to be considered, 
441-442. 

Abrasion, of coins, 214. 

Absenteeism, of the capitalist 
501, of the landlord, oOl, of 
the tourists, 502. 

Abstinence, theory of interest 
398-399. 

Acceptability, 195. 

Acceptance,* of a bill, 266. 

Accommodation, 269. 

Accounts, Alternation al, how 
settled, 265, functions of a 
bank in the settlement, 267. 

Acquired wants, 467. 

Activities, economic, 23,15, in 
society, study of, 2 , 3 . 

Adulteration, of goods, 302. 

Advalorem, duties, 451. 

Advertisement, basis of, 471, 
evils of untruthful, 802. 

Agents, of production, 18. 

Agio theory, of interest, 399- 
400. 

Agreements, tying, 128. 

Agricultural, conditions in 
India, 26,27; countries and 
free trade, 282 ; goods, why 
are they dear 31,32, im- 
provements, 25 ,* stage 358. 

Alloy, 217. 

American theory, of profits, 41 9. 

Amortization, 459-460. 

Anarchism, 457. 

Appreciation, 201. 

Arbitrage, 270,315. 

Arbitration, 379. 


Art, whether Economics is, 8 . 

Artificial, currency system, 288/ 
correction of exchange rate 
278; manipulation of cur- 
rency, 238-243. 

Automatic, currency and open 
mint, 216,238. 

Auxiliary, capital, 74 ; works, 

122 . 

Availability, 197. 


Balance, of international in- 
debtedness, its constituents, 
259; old and modern view 
of, 260, its effects, 260-263. 
Banks, early, 306, modern, 807, 
main principles and func- 
tions, 307-322, kinds of, 322- 
327. 

Banker, his two rates, 270. 
Barter, 189-192; advantages and 
disadvantages of, 190-192; is 
free trade barter, 192. 

Batai, 356. 

Bears, 32<x>, 

Benefit principle of, in taxa- 
tion, 440 ; in local rates, 462. 

Benefits, for labour, 389. 

Bills of exchange, 237; kinds 
# of, 266. 

Bimetallic currency, 221 , its 
advantages and disadvan- 
tages, 221-224, when success- 
. ful, 224. 

Birth rate, depends on, 55-57/ 
decreased by increase in 
wants, 483. 

Black-legs, 390 . 
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“Bonuses, 379 * on . 

Bounties, 286-288 ; export, 288 
B r an ch-b ank in g , 326-327. 
Brassage 218. , Q 

Brazen law, of wages 368-370- 
Brokers, 3 04,329- . 

B ullionist theory, of mteina- 
tional exchange 2 5 3 . 

Bells, 329 - 

Canons, of taxation, 44 2 - . 
-Capital, what is, 60-63, rise of 
64.-66, conditions of accumu- 
lation, 66-67; using and 
creating, 413- efficiency of 
70 ; kinds of, 74-78 , mobility 
of 78 79,407 ; o± a joint-stock 

Si 3X0 ; of i bank is a 

security 31 1 ; peculiarities of 
70, 74; productivity 0167-7°* 
Capitalisation, 347 * 

Capital levy, 4 6 °* .. . 

Caste, affect on mobility of 
labour of, 4^-49 5 an( l 
guild, 96. 

Certainty, in taxation, 444 - 445 - 
Cheques, 310, difference from 
notes, 320,321. 

Christian socialists, 434 * 

City economy, 9 2 * . „ . 

Cities, growth of ancient, 86, 
in modern days b 7 ? garden, 

Class conflicts, 99? I0 5?43° 37 6 ~ 
377 * 

Clearing houses, 328* 

Clipping, of coins 214. 

Closed mint, 217. 

Coal power, 88. 

S£“Si.n 

?I 4 - 2 IS ; qualities of a good 
coin 2 i 3 - 2 l 4 - . . , 

Collective b a rgammg, j 87 - 
Collectivism, 435 - 430 - 
-Combination, kinds of, m pro 
duction, i 2 9 -i 3 o , m labour, 
utility of, 387. 


Comforts, 469,477-478* . 

Commercial paper, purchase 

of, 314 - 

Commodity markets, 292; how 
they develop, 292. 
Communications, affect on na- 
tional exchange 01, 240 ; 

importance of, 99 ? ioo? 1 ^ 
293-294. 

Communism, 435 * , . 

Comparative cost, theory ox 5 in 
international trade 252-2 53, 

111 barter, 190. 

Comparative utility, 484 
Compensatory action, 221. 
Competition, advantage oi, 
125 ; elimination of. 125. 
Competitive wants, 471. 

Competitive, demand, 186-167, 

supply, 188. 

Complementary wants, 471* 
Composite, demand, 186 ; sup- 
ply? 188 - , A 

Concentration, the tendency 

Conditions, favouring trusts 
and combinations, 126; or 
elasticity, 184. 

Considerations, actuating buy- 
ers and sellers, 17 2 * 

Constant returns, law or, 28. 
Consumer, duty of, to society 
494, whether separate from 
producer 49 1 * , , 

Consumer's surplus, 164, 10^. 
Consumers’ associations, 502- 
505. 

Consumption, kinds .of 463-466 ; 
limits of 483-489; problems 
of 594-518; relation to pro- 
duction 49 1 -493 *? state con- 
trol of, 499-5 0 x * , , 

Consumption capital, 75-7°* 
Consumption taxes, 454-455* 
Contact, between producer and 
consumer, 9^99* 
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Contractual, or conventional 
rent. 35 1 outers nor deter- 
mine cost 1 > ut does ]jrieC35^ ; 
justification of 307. how de- 
termined 352-304 may cxi^t 
without economic rent 354 

Counol. of industry . labour's 
demand for 392-394. : of 
trusts. 127. 

Convenience, m taxation. 445. 

Conveniences, for loconednig 
labour. 383. 

Convertible, paper currency. 
230,231. 

Co-oporutn 0. credit societies. 
325; production 382-3S3;pur- 
< base 5 03-501. 

Cost, of production. 151-155: 
theory of value. 159-162 : of 

living 374. 

Cottage industries. 147-150 : con- 
ditions of success. 149-150. 

Oountrv. the character and 
extent of. ii> importance lor 
nntmal exehauge. 247. 

Credit, condition, of increase 
316. functions of 317. mana- 
gement of 317. dangers of 
318: lerteis 01319. wliether 
capital 31 S : in stringency 
2 1 : and crisis a 16. instru- 
ments of 235, whether cur- 
rency 237-238. 

Crisis, economic 1 32; occasion 
of 132-1 3 c, 2 3 3 ; causes of 
129. checks 139-T41. tlieories 
of 107.188 ; effects of 188. 

Crowding, of labour, evils of 
107. 

Currency, metal, importance 
of being *207-209 : value 200. 

Current account 807. 

Curves, of utility^ 165. 166 ; for 
determining price 175. 

Customs duties 286. 


Danger-point, 

182. 


of overissue, 


Dead capital. 76. 

Dead rent. 851. 

Dealers, retail and wholesale, 
808. m stocks 828. 
Debasement. 218 
Debts, cause of. 480 
D e e on t r a 1 1 a s at ion. 146 
Decreasing returns, law of 2 s : 
due to. 29. a >plies to mines, 
iislieiic** and buildings o9, 
80: 111 machine work 80.81 
limits production 119: and 
international trade 261 . 
Defreired rebates 128. 
Deflation. 1203. how effected 
2 41 too great is bad 241 
Degressive tax. 2 15. 

Demand lulls. 266. 

Demand, defined 170. kinds o 
182-187 : for money 201-205: 
for seeunty and control by 
labour 891. 

Demoralisation, of wants. 47 b 
Deposits. 807. kinds of 807-809. 
Depreciation. 2OL 282. 
Destructive consumption 166. 
Diffusion theorv. 458. 
Diminishing utility . law of 470. 

limitations of 170-171 
Deposit Banks. 806. 

Direct consumption 464. 

Direct, tax. 448. merits of 450 r 
tendency to 450. 

Discount, 2 69. 

Discrimination, in transport, 
rates, 128. 

Dishonouring a bill, 266 
Distribution," riai of 331; 
problem of 335. shares in 
335.336. 

Disutility, of waiting 403. 
Divisibility, 196. 

Division of labour, forms 
50, 51 ; conditions necessary 
lor 51, advantages 5 ! 53.10i: 
disadvantages 54 ; exension 
of] 22, 12,). 

Domestication of animals, 358 
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Domestic system, of industry 
93. 

Double coincidence, 191. 

Draft, 319. 

Drawee and drawer 235. 

D limping, 123. 

Durability, 197. 

Duties, excise and customs 286. 

Economic, activities 2,3,15; 
2 ’oods 10 ; crises 132-141; 
laws are only tendencies 
430. 

Economic rent, wliit is 337 - 340 , 
3iow arises 337-339 J causes 
of 340 , 341 , rise and fall 341 ; 
and price 342 , appropriation 
of, 343-350. 

Economics, defined 8 , depart- 
ments of 8 ; its character- 
istics 3-G , its method 7,S ; 
relation to other sciences 
6-7 ; view point of 9. 

Economics, of capital, labour 
and. land, 101,121 ; of mar- 
keting and purchasing 100 , 
120,121 ; of power 12 1 . 

Economy, in taxation, 445. 

Education, its importance 250, 
its relation to work 250-251. 

Effective, money, 203-204 want ; 
466. 

Effects, of machines on 
capital 112 , 113 , on labour 
113; of decrease or increase 
of demand or supply 
176-181. 

Efficiency, of [and 32; of la- 
bour 42-45; cumulative 
effect on, 46; of capital 
affected by specialisation 
70; ^ of money 210,236 and 
Elasticity, of demand ; 
and supply, conditions of 
of 184 ; of a tax 447. 

Electricity, as power 88 . 

Endorsement, 235. 

Engel’s law, 475-476. 


English system, of land tenure? 
355. 

Enterprise,, what is 81, 82 rela- 
tion to organisation 81,84 ; 
necessary for all production 

Entrepreneur, and factory 
s\ stem, 97,98; his functions 
415,416; work of, divided 
425,426. 

Equality, of sacrifice in taxa- 
tion, " 442 - 443 . 

Equilibrium of demand and 
supply 174 ; in markets. 298. 

Equi-marginal utility, law of 
4 ( 2 — 4 /3. 

Exchange departments of 156, 
necessity of 156 ; value, 201. 

Exchange banks, 3 2 2 . 

Exchange rate, correction of 
278 ; lone- rate 267 ; manage- 
ment of 289: modes of quo- 
ting 278; variations 263 — 
272, their effects 274-277. 

Excise duties 286, 459. 

Exploitation theory, of intrest 
895, 396, of profits 424. 

Export duties 280, 456 ; boun- 
ties 288. 

Exports, affect of exchange 
rate on 274 ; affect of rate of 
interest on 242-243- 

Extensive cultivation 22. 

Extensive theory of rent 388. 

Extravagance, cause of 480. 

Factory laws 388. 

Factory system advantages 
and disadvantages 100-109; 
characteristics 97-100; deve- 
lopment of 97. 

Faculty principle 441 - 442 . 

Fairs, *291. 

Fair trade, 289. 

Famines, 134 . 

Fees, 440 , 

Financial theory, of taxation 
444 * 
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Fininisted goods exchange, SSL 

Fixed capital, 76. 

Fixed deposits 309. 

Fixity of tenure, 556. 

Flexible demand and supply 
X83-1SL 

Fluctuations, affect of. on large- 
scale production 12-1: smal- 
ler in larger markets, 298. 

Food problem, 505, 506. 

Foreign exchangee. 261. favour- 
able and unfavourable. 264. 
for and against., 265, func- 
tions of banks, 267 

Forward sale and purchase. 

269. 

Free communications, import- 
ance of. 293-294. 

Free, floating and fluid capital, 
77 

Free goods, 10: when become 
wealth 13-14 

Free trade, advantages, 278- 
280 : disadvantages.’ 280 283 

Friendly societies: 381-335. 

Garden cities. 512. 

Gaurantoe svstein. 2S8 

Geographical mobility. 17 

Glut, of a factor, 181 ; of pro- 
ducts. 138; of monev. 185- 
136. 

Gold, as monev. 198; its ad- 
vantages. 221. 

Gold bullion standard. 225: its- 
merits, 225-226; and the 
Indian system. 226-227: its 
defects 227-229. 

Gold exchange standard, 225. 

Goods, free, 10, variety of. 121. 

Grace, days of, 237.267. 

Grain, used as money, 198. 

Gratuitous minting. 218. 

Gresham's law. 210-212. 

Gross interest, 406. 

Gross profits. 417. 

Guild socialism. 436-137. 

Guild system 92 : and caste. 96. 


Habit, economic utility of, 479; 
importance in commerce 
479-480. 

Heavy money, 200. 

Hides", used as money, 197 

Hire, for land, 351. 

Home economy, 90. 

Horizontal, combinations, 130 : 
mobility, 47. 

Hours of work, shortening of, 
388. 

Housing problem, 510-513. 

House rents, and wage system, 
551. 

Hundis. 236-237. 

Hunting stage. 857, 

Idleness 131. 

Immediate consumption, 464 

Impact, 152 

Imperial preference. 289-290. 

Import duties. 456-158 

Imports, affects of exchange 
rate. 27-1 ; and of interest. 
242-243. 

Incidence. 452. 

Incomes, rise and fall, 487. 

Income tax. 453. 

Inconvertible paper current . 
233-231 

Increasing returns, law of. 27 : 
and international trade. 261 

Independent banking. 826-827. 

Index numbers, 206-207. 

Indian currency s\ stem, princi- 
ple of, 225: and the Eicardian 
system, 227. 

Indifference, law of, 172.173. 
297. 

Indirect, demand. 185; supply 
187 ; consumption. 464 ; tax, 
448-150. 

Individualistic system, 428-430 

Indoor relief, 509-510. 

Industrial, development, 253 : 
banks, 322-323; dependence 
255-256 ; rivalry, 254 ; solid- 
arity 254 ; value! 220. 
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Inequalities, of wealth 430-431 , 
of opportunities 4B1. 

Inertia, industrial, 146. 

Inflation, 202,281, 272, its evils, 
240, moderate is good, 241. 

Inheritance, 429. 

Initiative, individual 429. 

Insurance, kinds of, 389-394; 
unemployment 394-606 

Integration, Law of, 116 . 

Intensive cultivation 24. 

Intensive theory of rent, 389. 

Interest, determination of 403- 
405 ; elements in 401-403 ; 
kinds of 405-106; legitimacy 
of, 412-414; rise and fall of. 
408 - 412 , 242-248 ; theories 
of 495-405. 

Internal exchange, 244 . 

International, 487-438. 

International exchange, ad- 
vantages and disadvanta- 
ges, 252-258; constituents 
259 ; free and protected. 278- 
290; difference from nation- 
al exchange 258 ; settlement 
and effects of, 259-277. 

Investment, 465. 

Iron law of wages, 368-370. 

Jobbers, 329. 

Joint demand, 185. 

Joint industrial councils 393. 

Joint stock company, 310-311, 
425-126. 

Joint supply, 187. 

Journeymen, 92. 

Justification, of interest, 412 - 
414 of rent, 358-359 ; of 
profits 424 - 425 . 

Kartels, 130. 

Labour, meaning of 33 ; factor 
of time 35 , efficiency of 42 - 
4 6 ; mobility of 46-49 ; divi- 
sion of, 50-55 ; peculiarities 
35 - 38 ; productivity of, 40 - 42 . 


kinds of 38 - 40 , 103 ; idle 
reserve of, 393 . 

Labour bureaus 385 . 

Labour copartnersnips 381. 

Labour exchange 436 . 

Labour organizations 382 , 385 , 

f 387, 388 , 392 , 393- 

Labour party, 581. 

Labour power, 55 - 59 . 

Labour statutes, 384 . 

Labour theory, o± value, 157- 
158; of interest, 397 - 398 . 

Laissez faire, 104. 

Land, meaning of 18, what it 
includes 19 22 , its peculiari- 
ties, 19 - 22 . 

Land banks 324 . 

Land taxes, 458 - 459 . 

Land tenure, systems of, 855- 
357. 

Land transport, - 304 - 305 . 

Large scale production : deve- 
lopment llt>-118-, advanta- 
ges, 120-126; limitations of, 
118-120. 

Laws of demand and supply- 
181-182. 

Leg^al tender, limited and un- 
limited 214 ; single and 
multiple 224 . 

Light money, 201, way of 
withdrawing, 212 . 

Limited Liability, meaning of 311 

Limping standard, 224 . 

Live capital 76. 

Living wage 368 . 

Loanable capital 75. 

Loans, kinds of, 313. 

Localisation of industries, 142- 
146. 

Local rates, 461-462. 

Lockout, 378. 

Long exchange, 267. 

Luxuries, 477-478, problem of 
497-498 

Machinery, effects of the intro- 
duction of, 110-115. 
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Malleability, 197. 

Malthus law of populaiton 
57-59. 

Manipulation of currency, 233- 
243, importance of, 259. 

Margin, ot cultivation, 25, 1G0, 
888, of toil, 34; of produc- 
tion 159, 160 ; of saving 403 ; 
of risks 423; of utilization 
401. 

Marginal, land, 25, 33$: pro- 
duction 160/ profits 422- 
423; utility 163, 161, theory 
of interest 403-105, of pro- 
fits 422 - 423, of wages 37 1- 
875; cost of training 374 ; 
of producing a labourer 
375 ; laboured 372. 

Markets, 116,117,293 develop- 
ment of local, 91; extension 
of 292-293; importance of 
extensive 117. 118, kinds of 
291,292,295 ; - conditions of 
large, 293-295; advantages 
ot 296-297 ; laws of 139-140 ; 
297-299; difference between 
one for commodity and for 
capital 407-408. 

Materialization of life 132. 

Maximum satisfaction, law of 
472. 

Measure of account, 194,195. 

Medium of exchange 193. 

Merchant class, appearance of 
93,303. 

Matayer system 355. 

Method, of Economics 7-8. 

Methods, of cultivation 22-24 ; 
questionable, in trade 127- 
129. 

Middlemen, utility of 300,301; 
evils of 302-303 ; kinds of 
303-305. 

Minimum wage, 380. 

Mint, open 216, closed 217, 
free 208. 

Mint par, 263. 

Mobility, labour, 46-49, kinds 


47, affects of caste on 48- 
49; of capital 71,73,79,407. 

Money, defined 153 forms of 
197-19S; functions of 198- 
195; qualities of good, 195- 
197. 

Money-market, its sensitive- 
ness 238. 

Money rent, 356. 

Monopoly, prices 125,126; kinds 
of 130; not always harmful 
to consumer 129; tax on 
454. 

Moral wants, economic impor- 
tance of 474. 

Motive power, living S5-S7; 
non-living 89. 

Multiple legal tender, 221. 

National dividend, 418. 

National exchange, its charac- 
teristics 214-215, its import- 
ance 215 / conditions which 
determine its bulk and cha- 
racter 216-231. 

Nationalization, of land, 843- 

National wealth, 14, mav be 
natural or acquired l4,L5. 

Natural agent, 20,21. 

Natural resources, affect of, 
on natural exchange, 248. 

Na' ural wants, 467; primary 
and secondary 467-468. 

Necessaries. 477“478 

Negative wealth. 15. 

^ e |'^ ia tion, in labour disputes 

Net interest, 405. 

Net profits, 417. 

New unionism, 38 s. 

Nihilism 437. 

Nominal wages, 362. 

No rent land, 338. 

Normal meaning of 181 ; de- 
mand and supply 185 ; 
prices 181 ; wages 375. 

Note-issue, a government, and 
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of a bank compared 321 ; 
free and monopolistic 8l9. 

Notes, bank 235 , 310 ; currency 
230 ; promissory 236 ; differ- 
ent from cheques 320 ; 
provision of 315 . 

Occupancy tenants, 856. 

Oil power, 88 . 

Oncost 15*2. 

Open minting, advantage of 
*216. 

Optimum, point of 118. 

Organization, affect on pro- 
duction b0,84 ; character of 
81; relation to enterprise 
81-81; two elements in, 88 ; 
work of, whether a new 
factor 88 . 

Out-door relief, 509. 

Over draft, 807. 

Over-issue, danger of 281, 
evils of 282 - 288 . 

Over-production, causes of 108, 
10y, chances under machine 
production 112. 

Oxen, used as money 197. 

Parliamentary committee, 888 . 

Paper currency, 280-284; ad- 
vantages 284; convertible 
and inconvertible 280-284; 
overissue of 281-288; pro- 
portion of reserve 284. 
Pauperism 481. 

Peasant proprietorship 856. 

People’s banks, 824-825. 

Periodicity of crises 187. 

Permanent settlement 857. 

Perpetual funds 512. 

Personal, capital 75,76; rent 
420; tax 151; wealth 12. 

Peths, 291. 

Piece- wages 864-865. 

Political effects, of taxes 447. 

Pools, 180, 

Poor relief 508-510. 

Population, checks on 57-58 ; 


conditions of growth 55- 
57, 85-8 6; effects o.f, on 
national exchange 246 ; 
Malthus’ law of, 57. 

Portability, 196. 

Postponed consumption 464. 

Power, use of 110. 

Practicability, of a tax, 446. 

Pre-factory systems, 91-94. 

Premium, 272, system in 
wages 380. 

Price distribution, 128. 

Price level. -485. 

Prices, affects of exchange 
rate on 275; in interna- 

. tional trade 260 ; normal and 
sub-normal 181 / general 486; 
particular 485 ,* tendency to 
a level 178; wholesale and 
retail 802-803. 

Prime costs, 151. 

Pnva e budgets, importance 
of 476 477. * 

Private capital. 77. 

Private property, evolution of 
357-358; its justice and 
injustice 858-859; its uti- 
lity 359-360. 

Produce exchange, 331. 

Producer’s surplus, 161,162, 
177,181. 

Production goods 464. 

Production, affect of exchange 
rate on 275-276; affect of 
free trade on 279-282 ; de- 
partments and factors of 
18 . 

Productivity, meaning of 40- 
41 ; how increased 42; of 
capital 67-69, taxes 447 ; 
theory of interest 401. 

Profits, constituents of 416; 
kinds of 417,421,422; how 
found 419; percentage of 
capital 416-417 ; theories of 
417-425 ; variations in 423- 
424. 

Pi off t- sharing 880-381. 
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Progressive tax 452. 

Promissary notes. 236. 

Proportional tax 431. 

' Protection, the right of, 281 ; 
forms 285-290 ; and econo- 
mic theory 285; merits and 
demerits 283-285. 

Protective duties 457. 

Psychological theory, of cri- 
ses, 13/. 

Publicity, effect of. 127. 

Purchasing power, its import- 
ance 249 ; how increased 
250; affect of exchange rate 
on 277, affect of free trade 
on 281. 

Pure profits, 417. 


Qualities, necessary in a com- 
modity for a large market 
294-295 ; of a good coin 
2J3-214; of good monev 
195-197. 

Quantity of work, eonsidera- 
tion of, in real wages 361. 

Quantity theory, of monev 
203. 

Quasi-private revenue, 4-40. 

Quasi-rents, 360-861. 418. 

Quid pro quo, principle of 410. 

Bates, local 461-462. 

Reactions. primary and secon- 
dary, of a tax, 456. 

Real wages, 362; elements to 
be considerd 363-364. 

Reconciliation, of labour 383 

Rediscounting 309. 

Redistribution, periodical, 345 

Regressive tax, 452. 

Regularity, in taxation 441. 

Regulations, factory 338. 

Relative wages, 376. 

Remedial measures, for unera- 
ployment 394. 

Remedy allowance 217. 

Rent, Recardo’s theory 336 
kmds of 386,337,351; and 


profits compared -426-427 • 

351-857 ; economic 

337r351 ; tax on 459. 
Repercussion, of a tax, 452. 
Representative capital 75-76 
Representative wealth 13, 
Reproductive consumption 463 
Reserve bank, 312,52c! , 

Re "® r , ve > against note ' issue ' 
284; fund, 312; idle, of la- 
hour 393. 

Residual claimant theorv of 
wages 870-371. 

R e shhie theory, of profits 417- 

Ee l™’&1 ces 802 - 303 ; dealers 
OU3-3U1. 


Retaliation, 2S4. 

Revenue duties 286. 

Recardo, 225,336. 

Rigid, demand and supply. 1^2- 


Rings 130. 

Rotation of crops 24. 

Royalty, not all rent 851. 
Rupee, the Indian <*o n. 220. 
Ryotwari.tenure, 356. 


Sabotage, 890 

Sale and purchase, transac- 
tions of 198-199, 

Satisfaction, laws of 4.72-4N3, 
490; limits of 483-489; or- 
der of 478-479. 

Saving, 4^5; a limit to satis- 
faction 489; reasons for 
489 ; relation to production 
489-490. ■ 

Saving of a crisis, 312. 

Savings bank, 322, accounts 
308. 

Scale, sliding, of wages 379. 

Scarcity rent 336. 

Scientific management svstem, 
380. " * 

Scientific socialists 452-433. 

Sea-transport, cheaper than 
land 332. • 
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Secondary, , or- supplementary 
* costs, 151. 

Securities, purchase of 814. 

Security, labour’s demand for 
894. 

Selfish man, theory of 4. 

Self-sufficient individual yO. 

Services, whether wealth 11, 
12 , when stored 18. 

Settlement, of land, kinds of 
' 356-357- 

Sights bills, 266. 

Silver, as money 19S, disad- 
vantage of 209,219,220. 

Single tax, proposal for 344 , 
its difficulty 346 - 347 ; its 
injustice 315 , 350 . 

Situation rent 340 . 

Social choice, importance of 
481. 

Social capital 77, 

Social dividend theory, 439 . 

Social effects, of consumption 
495-501. 

Social function theory, inter- 
est 398 . 

Socialistic system, 432-438 

Social output, 487. 

Social principle, , in taxation 
444. 

Social restrictions, to satisfac- 
tion 491. 

Social utility, of capital 72-74. 

Sociology, relation to econo- 
mics 6 . 

Solidarity, economic, 482. 

Speiefic tax, 451. 

Specialisation, m internation- 
al trade 252,279 ; danger of 
257, may result in toil- 
some occupations 256, may 
be at cost of home labour 
256-257; may not be effec- 
tive 282. 

Specie points, 264,272. 

Speculation,* evils of 330 . 

Spending, 190. 

Spot sale and purchase 296. 


Stability, 197, of value' of 
money 205 ; of prices > 254. 

Standard, of deferred* pay- 
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tory system 102 , rise of 481. 

Standard, bimetallic 221 , limp- 
ing 224; gold bullion and 
exchange 225 ; tabular 229. 

Standard coin, 214. 

Standardisation 111 . 

Status of labour, 394 . 

State economic importance of 
439 ; duty of 512 ; income 
of 440 . 

Stat^ socialists 433 - 434 . 

Statutory tenants 356 . 

Stock 171. 

Stock broker 328 

Stock exchange 328 , 330 . , 
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Store of value*L94. 
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391 , fear of 391 , last resort 

392. 

St. cumonism 434 . 

Sublimation 474 , 483 . 

Subsidiary com 214 . 

Substitution, law of 4 73 5 of 
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Sunspot or climatic theory, of 
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Supply schedule 17 1 . 

Surplus profit 417 . 

Sweating, of coins 214 / 

Synchronism, of crises 138 .. 

Syndicalism 437. 

Systems of wants 469,479,480. 

Tabular standard 229. 

Tariff wars 284. 
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439 - 440 ; impact, incidence 
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taxes 453-461, kinds of 448- 
452; local 461,462; stand- 
pe4^t of community 448, of 
individual 445, of state 445- 
448 ; theories of 439-444,458. 

Tenants, kinds of 856. 

Tenure, systems of land, 855- 
857 ; fixity of 856, its value*27. 

Territorial markets, 291. 
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consumption 484. 

Tune markets, *295-296. 

Time utility theory, of inter- 
est 899. 

Time wages 86 i. 
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198. 

Trade capital 75. 

Trade unions, 106,884, neces- 
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Unionism, new 385 . 
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Usufructory consumption 466, 
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ries of 157-167. 
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rate, 271 ; causes of 272-274 ; 
effects of 274-277. 
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mobility 47 . 
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theories of 365 - 376 . 

Wages- fund theory. 365 367 . 

Wage system, 97 - 98 . 
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faction of 4 , 163 - 493 . 

Waste, what is 499 . 

Water power 89 . 
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W T eightage 207 . 
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Zamindari system 356-857. 
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